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Title 14—Aeronautics and Space

CHAPTER |I—FEDERAL AVIATION ADMIN-
ISTRATION, DEPARTMENT OF TRANS-
PORTATION

[Docket No. 75-EA~T79; Amdt. 39-2503]
PART 39—AIRWORTHINESS DIRECTIVES
United Aircraft of Canada, iLtd.

The Federal Aviation Administration
is amending § 39.13 of Part 39 of the
Federal Aviation Regulations so as to
issue an airworthiness directive appli-
cable to PT6T-3 and PT6T-6 type tur-
boshaft engines.

There have been reports of fuel pump
leakage in the Twin-Pac turboshaft type
engines. The leakage results from re-
strictions in the injector nozzle orifice
which causes seal failures.

Since this deficiency can exist or
develop in similar type designed engines,
an airworthiness directive is being issued
which will require an inspection of the
pump and eventual replacement of the
injector cap and screen assembly.

In view of the foregoing and because
the deficiency is one which affects air
safety, mnotice and public procedure
hereon are impractical and good cause
exists for making the amendment ef-
fective in less than 30 days.

In consideration of the foregoing and
pursuant to the authority delegated to
me by the Administrator, 14 CFR 11.89
(31 FR 1369) § 39.13 of Part 39 of the
Federal Aviation Regulations is amended
by issuing a new airworthiness directive
as follows:

UNITED AIRCRAFT OF CANADA Limiten: Applies
to all PT6T-3 and PT6T-6 Series Turbo-
shaft Engines.

Compliance required as indicated unless
previously accomplished. To preclude leakage
of the Sundstrand Aviation 025277 series fuel
pump without the part number 5002557 in-
lector cap and screw assembly, accomplish
the following:

(a) Within the next 25 hours in service
after the effective date of this A.D., unless
previously accomplished, inspect the fuel
pump in accordance with paragraph 2 Ac-
complishment Instructions detailed in Pratt
& Whitney Aircraft of Canada Limited Spe-
clal Instruction No. 5-75 dated August 12,
1975, or approved equivalent inspection.

(b) Within the next 250 hours ir service
after the effective + ate of this A.D., unless
previously accomplished, install part num-
ber 5002557, injector cap and screen assem-
bly, in accordance with paragraph 2 Ac-
complishment Instructions, Pratt & Whitney
Alrcraft of Canada Limited Engine Service
Bulletin No. 5111 dated September 4, 1975
or approved equivalent alteration. The air-
craft may be flown in accordance with FAR
21.197 and 21.199 to & base where the inspec-
tion or alteration can be accomplished.

Upon submission of substantiating data,
through an FAA Maintenance Inspector, the
Chief, Engineering and Manufacturing
Branch, FAA Eastern Region, may adjust the
repatitive inspection times specified in this
A.D.

An equivalent alteration or inspection
must be approved by the Chief, Engineering
and Manufacturing Branch of the Eastern
Region of the FAA,

This amendment is effective February
5, 1976. i
(Secs. 813(a), 601, 603, Federal Aviation Act
of 1958, (49 U.S.C. 1354 (a), 1421, 1423); sec.
6(c), Department of Transportation Act, (49
U.8.C. 1655(¢)).)

Issued in Jamaica, N.Y., on January
22, 1976.
DuaNE W. FREER,
Director. Eastern Region.

[FR Doc.76-2697 Filed 1-29-76;8:45 am]

[Airspace Docket No. 75-WE-28]

PART 71—DESIGNATION OF FEDERAL
AIRWAYS, AREA LOW ROUTES, CON-
TROLLED AIRSPACE, AND REPORTING
POINTS

Alteration of Federal Airways

On November 24, 1975, a notice of pro-
posed rulemaking (NPRM) was pub-
lished in the FEpErRAL REGISTER (40 FR
54429) stating that the Federal Aviation
Administration (FAA) was considering
an amendment to Part 71 of the Fed-
eral Aviation Regulations that would
cap Federal Airways V-135, V-208 and
V-442 at 10,000 feet MSL in the vicinity
of Parker, Calif., to accommodate op-
erations in a military operations area.

Interested persons were afforded an
opportunity to participate in the pro-
posed rule making through the submis-
sion of comments. Two comments were
received. One commenter offered no ob-
jection to the proposal. The State of
California, Department of Transporta-
tion stated that although they agreed
the proposed action may have little ad-
verse effect on the IFR use of these
particular route segments, they objected
to the proposal due to their concern that
a precedent for future restrictions on the
use of navigable airspace in California
may be set.

The agency will assess any future simi-
lar action as to the effect on the user as
these occasions arise.

Since there is agreement that this pro-
posed action may have little adverse
effect on the IFR use of these particular
route segments, action is taken herein to
amend Part 71.

In consideration of the foregoing, Part
71 of the Federal Aviation Regulation is
amended, effective 0901 G.m.t., March 25,
1976, as hereinafter set forth.

Section 71.123 (41 FR 307) is amended
as follows:

1. In V-135 “between Yuma and
Parker.” is deleted and “between Yuma
and Parker, and the airspace above 10,000
feet MSL between Parker and Needles.” is
substituted therefor.

2. In V-208 between “Cherokee, Wyo."”
and “The airspace” add “excluding the
airspace above 10,000 feet MSL between
Twentynine Palms and Needles."

3. In V-442 add “The airspace above
10,000 feet MSL between Parker and a
point 45 miles northwest is excluded.”
(Sec, 307(a), Federal Aviation Act of 1958,
(49 U.S.C. 1348(a) ); sec. 6(c), Department of
Transportation Act, (49 U.S.C. 16565(c)))

Issued in Washington, D.C., on Janu-
ary 23, 1976.

WiLLiam E. BROADWATER,
Chief, Airspuace and Air
Traffic Rules Division.

[FR Doc.76-2696 Filed 1-29-76;8:45 am |

Title 177—Commodity and Securities
Exchanges

CHAPTER II—SECURITIES AND
EXCHANGE COMMISSION

[Release No. 34-11942|

PART 240—GENERAL RULES AND REGU-
LATIONS, SECURITIES EXCHANGE ACT
OF 1934

Off-Board Trading by Members of National
Securities Exchanges

The Securities and Exchange Commis-
sion, pursuant to the authority vested in
it by the Securities Exchange Act of 1934
(the “Act’),' is amending 17 CFR Part
240 by adding Section 240.19¢c-1 (“Rule
19c~1""), effective March 31, 1976. Rule
19c-1 reflects the Commission’s determi-
nation that certain aspects of those rules
of national securities exchanges which
limit or condition the ability of members
to effect transactions otherwise than on
such exchanges (“‘off-board trading
rules”), identified in Securities Ex-
change Act Release No. 11628 (Septem-
ber 2, 1975) (the “September Report™”)
impose burdens on competition which
cannot be justified in terms of the regu-
latory objectives of the Act.”

Rule 19¢-1 will not go into effect until
March 31, 1976; prior to that time exist-
ing exchange off-board trading rules
may continue. After March 31, 1976, and
until January 2, 1977, exchange rules
may not prevent a member of an ex-
change, acting as agent, from effecting
transactions in listed securities on other
exchanges or over-the-counter, with a
third market maker or nonmember block
positioner, except that exchange rules
may require members effecting such

See footnotes at end of document.
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transactions to satisfy limit orders left
with a specialist or represented through
any other limit order mechanism. After
January 2, 1977, such requirements that
limit orders be satisfied will cease to be
in effect.

Raule 19c¢-1, however, will not prevent
exchanges from having rules restricting
exchange members from effecting trans-
actions “in-house” as agent for both
buyer and seller or with persons other
than a qualified third market maker or
nonmember block positioner.

As used in this release, the term “over-
the-counter” refers to all transactions
executed otherwise than on the floor of
an exchange, including transactions exe-
cuted by a member firm “in-house” or
“upstairs.”

A more complete description of Rule
19¢-1 is provided in Chapter VI herein.

The Commission has determined not to
take any action at this time with respect
to off-board restrictions on principal
transactions. Despite the anticompetitive
effects of such rules and the benefits
which the Commission believes would be
derived from improved market maker
competition, the questions of timing of
elimination of these restrictions, and of
the need for implementation of addi-
tional regulatory and technological
changes to ensure that such competition
develops in a fair and orderly manner,
merit additional study. The Commission
intends, however, to reconsider this deci-
sion no later than March 1, 1977, after
it has had the conclusions and counsel of
the National Market Advisory Board.
Progress by that date toward implemen-
tation of additional elements of a na-
tional market system will be material to
our decision then as to whether it still
appears appropriate to establish a firm
date for elimination of off-board restric-
tions on principal transactions.

1. INTRODUCTION

Section 11A(e¢) (4) (A) of the Act,' as
added by the Securities Acts Amend-
ments of 1975 (the ‘1975 Amend-
ments”) * directs the Commission to re-
view any and all off-board trading rules
of national securities exchanges. The
legislative history of section 11A(c) (4)
(A) requires the Commission to review
such rules de novo and to evaluate them
in light of the purposes of the Act and
in consideration of certain competitive
standards made explicit by the 1975
Amendments.*

Section 11A(c) (4) (A) also provides
that, on or before September 2, 1975, the
Commission shall (i) report to the Con-
gress the results of this review, including
the effects on competition of these rules,
and (il) commence a proceeding, in ac-
cordance with section 19(¢) of the Act,’
to amend any such rules imposing a
burden on competition which does not
appear to the Commission to be neces-
sary or appropriate in furtherance of the
purposes of the Act.

Pursuant to the Congressional man-
date of section 11A(lc) (4) (A), on Sep-
tember 2, 1975, the Commission reported
the results of its review to the Congress,

See footnotes at end of document.
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concluding that exchange off-board
trading rules did impose burdens on
competition,® and issued its September
Report to the public. The September
Report contained the text of the Com-
mission’s report to the Congress, pro-
posed certain alternative rules to sub-
stitute for existing off-board trading
rules (designated as proposed Rules
19¢c-1 [A]l, [B], and [C]),” and an-
nounced commencement of the proceed-
ing required by section 11A(c) (4) (A) of
the Act to determine:

(i) The extent to which existing off-
board trading rules do engender sig-
nificant anti-competitive effects;

(ii) Whether, although such rules are
anti-competitive, there are countervail-
ing considerations which appropriately
outweigh the need to abrogate or amend
such rules at the present time; and

(iii) Whether such rules could be ap-
propriately modified so as to further the
purposes of the Act.™

The September Report solicited com-
ments from interested persons on the
Commission’s proposed rules in terms of
the arguments and considerations ex-
pressed in the Commission’s report to
Congress concerning existing off-board
trading rules and in terms of the in-
terests of different types of securities
customers and of various segments of
the securities industry.” The Commission
also held eight days of oral hearings,
beginning October 14, 1975 and conclud-
ing on October 23, 1975 (the “October
Hearings™), with respect to existing off-
board trading rules and the Commis-
sion’s proposed rules to examine further
those arguments, concerns and inter-
ests.”® In addition, in the course of its
review of the materials compiled during
the course of the proceeding, the Com-
mission has also considered certain prior
studies of the question of off-board trad-
ing rules, including, inter alia, certain
prior hearings,” studies, policy state-
ments and reports of advisory commit-
tees, as well as Congressional hearings
and reports.

II. BACKGROUND
A, EXISTING OFF-BOARD TRADING RULES

Each of the nation's registered securi-
ties exchanges presently has rules which
limit or condition the ability of members
to effect transactions over-the-counter
either for their own accounts (transac-
tions as principal) or for the accounts
of others (transactions as agent) in se-
curities listed, or admitted to unlisted
trading privileges, on such exchanges.”
While the procedures a member is re-
quired to follow in order to effect such
transactions vary from exchange to ex-
change, such rules have certain salient
characteristics in common.

Each existing exchange off-board trad-
ing rule reguires, at a minimum, that
agency orders which a member intends to
execute over-the-counter be disclosed on
the exchange floor and subjected to pos-
sible displacement by one or more cate-
gories of buying or selling interest on
the floor (i.e., limit orders entered on the
specialist’s book, public bids or offers
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represented in the “crowd,” and bids and
offers by members, including specialists
for their own accounts). These rules
generally require that the proposed
transaction price in the over-the-counter
market must be more favorable than any
price bid or offered on the exchange
floor. Off-board principal transactions
are either proscribed by existing rules
(unless permission is obtained in each
case) or subject to similar procedures.

Rule 394 of the NYSE permits mem-
bers to effect off-board agency transac-
tions only upon compliance with certain
detailed conditions. Among these are re-
quirements that (i) the transaction may
be effected only with a *“‘qualified third
market maker,” as defined in Rule 19b-1
under the Act;* (ii) a “diligent effort”
must be made to explore the market on
the floor prior to soliciting third market
interest; (iii) a report of such effort
along with certain additional informa-
tion (including the details of the effort
made to explore the floor and the extent’
of the specialist's interest) , must be made
to a floor governor prior to seliciting
third market interest; (iv) a reoffering
of the transaction must be made on the
floor after any solicitation-of third mar-
ket interest to permit displacement by
public orders represented in the crowd
and on the specialist’s book and by the
specialist acting as dealer if the specialist
advised the member of his interest prior
to solicitation of the third market
maker; and (v) a subsequent report must
be made of the particulars of the off-
board transaction. The rule has been in-
terpreted to require members wishing to
effect agency trades off-board to disclose
the size and side of the market of their
customers’ orders to the specialist dur-
ing the course of exploring the floor.”
Off-board principal trades (with certain
exceptions) require permission in cach
case.

Amex Rule 5 provides that a member
may execute a transaction off-board
either as principal or agent only if the
exchange member has obtained the prior
permission of the exchange. The Com-
mission understands that the Amex will
approve a transaction by a member as
principal or as agent for a customer if
the member can ‘reasonably democn-
strate” that a better execution can
be obtained. The Amex staff weighs
the request in terms of the character
of the market, the price and size
of the transaction and related factors;
after a discussion of these facts with a
floor official, the request will be granted
“if the Exchange is satisfied, in each in-
stance, that the transaction can be exe-
cuted more advantageously off the Ex-
change.” Assuming compliance with this
Amex procedure results in permission for
an off-floor transaction, that permission
is conditioned on satisfying certain or-
ders on the specialist's book, and inter-
est by the specialist and other floor
professionals.

Regional exchange off-board trading
rules generally require (either explicitly
or by interpretation) no more than that
agency or principal orders to be effected
off-board be bid for or offered orally on
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the exchange floor and yield priority to
limit orders and (under certain circum-
stances) tospecialist orders."

B. EFFECTS OF EXISTING OFF-BOARD
TRADING RULES ON COMPETITION

As described in the September Report
and the Appendices thereto and at the
October Hearings, and as more fully dis-
cussed below, exchange off-board trading
rules effectively compel transactions in
listed securities by excharige members, as
principal or as agent, to be executed on
the floor of an exchange (even though
such rules generally contain provisions
prescribing a means by which such trans-
actions, under special circumstances, may
be effected over-the-counter). Thus, &
member of an exchange (with exceptions
pertaining to over-the-counter market
maker members of certain exchanges and
certain types of transactions exempted
from the requirements of off-board trad-
ing rules by their terms) * acting as prin-
cipal (i.e., buying or selling for his own
account) is prevented from (i) making a
bona fide continuous two-sided round-
lot market over-the-counter; (ii) exe-
cuting customers’ orders as principal
over-the-counter; (iii) “positioning” a
portion of a large block (by acquiring
stock for his own account) over-the-
counter to facilitate a block trade; and
(iv) acquiring or disposing of investment
positions over-the-counter.

Similarly, a member of an exchange
acting as agent (i.e., buying or selling for
the account of another person) is barred
from (i) effecting an over-the-counter
transaction in a security listed or traded
on the exchange for a customer directly
with a third market maker or broker or
an institutional buyer or seller; (ii)
crossing both sides of a large block trans-
action, acting as agent for both, in-house,
and (iii) crossing small retail orders, act-
ing as agent for both sides, in-house.”

Notwithstanding the requirements of
exchange off-board trading rules with
respect to over-the-counter transactions,
those rules in no way affect the ahility
of exchange members to effect transac-
tions of the type described above, either
as principal or as agent, on any exchange.
Thus, a member of the NYSE, bound by
the terms of NYSE Rule 394 in connec-
tion with any over-the-counter transac-
tion, is not inhibited or impeded by that
rule in effecting transactions (whether
as a specialist, as a block trader, or in
any other principal or agency capacity)
on, for example, the Midwest, Pacific or
Cincinnati Stock Exchanges.” Since one
of the primary justifications advanced by
each exchange for retention of its off-
board trading rules (in one form or an-
other) is the need to afford priority and
execution protection to wvarious cate-
gories of buying or selling interest rep-
resented on the floor of that exchange
(ie., public limited price orders entered
on the specialist’s book, public orders
represented in the “‘crowd,” orders for
the specialist’s own account, and orders
for the accounts of other members), the
existing ability of exchange members to

See footnotes at end of document.
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avoid exposure to and displacement by
such interest on the floor of any partic-
ular exchange (e.g., the NYSE) by choos-
ing among exchanges the one best suited
to the member’'s purposes for an execu-
tion is of special significance and raises
serious questions of fairness and equality
of opportunity with respect to competing
markets, competing market makers, com-
peting brokers and competing customers
(both retail and institutional).

In the present environment, competi-
tion among market makers in exchange-
listed, multiple-traded securities is im-
perfect for a number of reasons, not the
least of which is the effects of exchange
off-board trading rules. Because of ex-
chance off-board trading rules, over-the-
counter market makers are unable, as a
practical matter, to compete effectively
with exchange specialists in attracting
those orders: competition between over-
the-countermarket makers and exchange
specialists is distorted by the captive na-
ture of agency orders represented by ex-
change members. In addition, members
of exchanges which otherwise would be
willing to devote their financial resources
and skills to over-the-counter market
making in exchange-listed securities are
prevented from doing so. Thus, exchange
markets and exchange specialists enjoy,
in large part as a consequence of off-
board trading rules, important competi-

tive advantages over the third market

and over-the-counter market makers,
respectively.®

Off-board trading rules also interfere
with the fairness of competition among
brokers and among customers. Exchange
members acting as brokers, for example,
are limited to exchange markets in seek-
ing executions for their customers, while
nonmember brokers are not. Nonmember
brokers, of course, must pay commissions
to exchange members or otherwise com-
pensate them in order to obtain access to
exchange markets. In addition, exchange
member brokers are prevented from real-
izing such efficiencies from the in-house
crossing of orders (large and small) as
that method of doing business may
entail.® Discrimination among customers
is a direct product of off-board trading
rules for several reasons. First, those
rules have the effect of limiting opportu-
nities for execution of “not held” and
“market” orders in order to subordinate
the interests of customers having such
orders to those of the market place at
large, and particularly to those of cus-
tomers which enter limited price orders
in the specialist’s book. Second, while
institutions may direct orders to over-
the-counter market makers or to an ex-
change market for execution, relatively
modest orders of smaller customers are
confined to exchange markets because
of restrictions placed upon members of
the “primary” exchanges (who represent
the great majority of noninstitutional
customers) .

C. RELEVANT REGULATORY OBJECTIVES OF
THE SECURITIES ACTS AMENDMENTS OF 1975

A major underlying basis for the
Securities Acts Amendments of 1975 was
the view of Congress that “because of
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excessive and unnecessary regulatory re-
straints, competition in the securities in-
dustry has not been as vigorous and as
effective in advancing the public inter-
est.as it could be.” * The Congress, there-
fore, made pervasive changes through-
out the Act “to charge the Commission
with an explicit obligation to eliminate
all present and future competitive re-
straints that cannot be justified by the
purposes of the Exchange Act.” *

In addition, Congress determined that
the secondary trading markets for
securities “could be substantially im-
proved by the prompt development and
implementation of a central or national
market system.”* In this regard, Con-
gress described the legislation thus:

The bill approaches the problem of en-
couraging the development and implementa-
tion of a national market system from the
point of view of preserving the competing
markets for securities that have developed,
breaking down all barriers to competition
that do not serve a valid regulatory purpose,
and encouraging maximum reliance on com-
munication and data processing equipment
consistent with justifiable costs.®

The Congressional commitment to a
national market system is reflected in
an amendment to the list of regulatory
purposes of the Act enumerated in sec-
tion 2:

[T]ransactions in securities as commonly
conducted upon securities exchanges and
over-the-counter markets are affected with a
national public Interest which makes it
necessary * * * to remove impediments to
and perfect the mechanism of a national
market system for securities * * * |

In addition, section 11A(a)(2) * ex-
pressly directs the Commission to use its
authority under the Act to facilitate the
development of a national market system
in accordance with the findings and ob-
jectives of section 11A(a) (1) .*

The Congress determined, however,
that, because the nations’ securities
markets are in dynamic change and in
some respects are delicate mechanisms,
the Congress should establish a statutory
scheme which explicitly granted the
Commission broad flexibility and au-
thority to oversee the implementation of
a national market system in accordance
with the enumerated broad goals and
objectives.® In so doing the Congress
stressed the importance of maximum
reliance on economic forces and en-
hancement of competition in furthering
the evolutionary development of a na-
tional market system and in achieving

the goals and principles enunciated in
section 11A. The Senate Committee
stated this philosophy in its Report as
follows:

In 1936, this Committee pointed out that
& major responsibility of the SEC in the
administration of the securities laws is to
“create a falr field of competition.” This
responsibility continues today. The bill would
more clearly identify this responsibility and
clarify and strengthen the SEC's authority
to carry it out. The objective would be to
enhance competition and to allow economic
forces, Interacting within a falr regulatory
field, to arrive at appropriate variations in
practices and services. It would obviously be
contrary to this purpose to compel elimina-
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tion of differences between types of markets
or types of firms that might be competition~
enhancing.®

In addition, to aid the Commission in
discharging its responsibilities and obli-
gations under the Act, and to smooth the
development of a national market sys-
tem, Congress determined to establish
a National Market Advisory Board.® One
of the primary functions of the Board
is to study and make recommendations
to the Commission as to the steps it finds
appropriate to facilitate the establish-
ment of a national market system.” The
Board is also charged with a responsibil-
ity to furnish the Commission its views
on significant regulatory proposals made
by the Commission concerning the estab-
lishment, operation and regulation of the
securities markets.®

While Congress imposed the duty gen-
erally on the Commission to eliminate
anti-competitive restraints not necessary
or appropriate, in furtherance of the pur-
poses of the Act, and while Congress
charged the Commission with achieving
the broad objectives of a national market
system, it nevertheless determined to
single out off-board trading rules of ex-
changes for immediate consideration.
Thus, section 11A(c) (4) (A) of the Act
compels the Commission to determine
whether existing exchange off-board
trading rules impose burdens on competi-
tion and, if so, whether such rules appear
to the Commission to be necessary or
appropriate in furtherance of the pur-
poses of the Act, and to do so within a
specified statutory time frame. The
standards of the Act against which off-
board trading restrictions are to be meas-
ured were enumerated by the Commis-
sion in its September Report, namely:

(1) The protection of investors; ™

(2) The maintenance of fair and or-
derly markets; *
markets; ™

(3) The removal of impediments to,
and the perfection of a mechanism for,
a national market system for securities; ¥

(4) Fair competition among brokers
and dealers, among exchange markets,
and between exchange markets, and mar-
kets other than exchange markets; *

(5) Prevention of unfair discrimination
between customers, between brokers and
between dealers; ®

(6) The practicability of brokers ex-
ecutigg investors’ orders in the best mar-
ket;

(7) Economically efficient execution of
securities transactions; * and

(8) An opportunity, consistent with the
standards indicated in subparagraphs (6)
and (7) above, for investors' orders to be
executed without the participation of a
dealer.”

There is' something of a confiict, of
course, between the objective of centrali-
zation of order flow with the other objec-
tive of acting now to enhance competition
among market makers by eliminating or
amending off-board trading rules. The
inherent conflict between these otherwise
antithetical goals can only be reconciled
fully when a national market system has
been achieved. Thus, while the Commis-

See footnotes at end of document.
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sion must give great weight to the find-
ings and conclusions of Congress in sec-
tion 114, it must also attempt to balance
and weigh these goals to achieve the
maximum accommodation possible under
the imperfect circumstances which exist
today.

Congress attempted to provide some
guidance in balancing certain of the
goals which were perceived to have a po-
tential for conflict. S. 249, as introduced
in January, 19875, did not suggest any
priorities in the list of goals enumerated
in section 11A(a) (1) (C), but it was later
revised, apparently in response to com-
ments, to resolve the inherent tension
perceived between two of the enumer-
ated objectives: (a) Assuring economi-
cally efficient execution of securities
transactions and (b) assuring an op-
portunity for investors’ orders to meet
without intervention of a dealer. The
S:nate Report described the resolution
thus:

[I]t is In the public interest to assure
¢ * ¢ an opportunity for Investor orders
to be executed without the intervention of
a dealer, so long as such opportunity would
be consistent with an economically efficient
mechanism for the execution of trans-
actions * * * &

In addition, the Committee on Con-
ference, without comment or elaboration,
further conditioned the objective of ex-
ecution without intervention of a dealer
on the goal of assuring the practicability
of brokers executing investors’ orders in
the best market. Thus, an opportunity
for investors’ orders to meet without the
intervention of a dealer is an important
goal of the Act, but only when it may be
achieved in a manner consistent with the
economically efficient execution of secu-
rities transactions and the practicability
of brokers executing investors’ orders in
the best market.

Further, it is important to note that,
despite the pervasive changes made in
the statute to require the Commission to
consider and weigh the competitive con-
sequences of all its decisions, Congress
specifically did not require adoption of
the least anti-competitive alternative
available. The Senate Committee de-
scribed the interaction of the statutory

purposes as follows:

This explicit obligation to balance, against
other regulatory criteria and considerations,
the competitive implications of self-regula-
tory and Commission action should not be
viewed as requiring the Commission to
Justify that such actions be the least anti-
competitive manner of achieving a regula-
tory objective. Rather, the Commission's ob-
ligation is to weigh competitive ilmpact in
reaching regulatory conclusions. The manner
in which it does so is to be subjected to
Judicial scrutiny upon review in the same
fashion as are other Commission determina-
tions, with no less deference to the Commis-
slon's expertise than is the case in other
matters subject to its jurisdiction.«

Finally, in its deliberations on off-
board trading rules of exchanges, the
Commission has been cognizant of other
important statutory goals not enumer-
ated in section 11A. Overriding purposes
of the Act, for example, since its en-
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actment in 1934, have been the protec-
tion of investors “ and the maintenance
of fair * and orderly ¥ markets.* In addi-
tion, the Securities Acts Amendments of
1975 reflect the Congressional determina-
tion that rules of self-regulatory organi-
zations may not be designed to permit
“unfair discrimination between custom-
ers, issuers, brokers or dealers.” *

In sum, therefore; while the Act re-
quires the Commission to take action im-
mediately with respect to off-board trad-
ing rules, to enhance competition in the
markets in accordance with the goals of
the Act, that action must be fashioned
in such a way as to ensure the most rapid
possible progress toward achievement of
a national market system. Substantial
changes already have been made in the
structure of the markets in accordance
with the objectives of a natioral market
system and the Commission intends to
utilize its new powers under the Act to
facilitate implementation of that system
to the fullest extent necessary to ensure
its realization. Thus, for example, as dis-
cussed below, it appears necessary at this
time to promote rapid development of a
central electronic depository for limited
price orders (a “‘composite book) to en-
sure integration of the markets in an
environment of significantly enhanced
competition among market makers, na-
tionwide protection for limit orders and
augmentation of existing opportunities
for public orders to meet without the
participation of a dealer.

In this regard, the newly created Na-
tional Market Advisory Board will be ex-
pected to provide valuable aid in coun-
selling the Commission on ways to moni-
tor the consequences of its off-board
trading rules decision and to facilitate
development of the composite book.

D. PROPOSALS TO AMEND OFF~BOARD
TRADING RULES

During the course of the Commission's
proceeding the Commission has consid-
ered a wide range of possible amend-
ments to such rules, including those pro-
posed by the Commission in its Septem-
ber Report, and those suggested by com-
mentators and witnesses at the October
Hearings.

(1) Commission’s proposed rules. The
Commission’s proposed substitute off-
board trading rules, proposed Rules 19¢-1
[Al, [B] and [C], each contain certain
optional language to illustrate the vary-
ing effects which such a rule, if adopted,
could have on the ability of members,
under various circumstances, to effect a
trade otherwise than on an exchange.

Proposed Rule 19¢-1[A] would abro-
gate all restrictions on both off-board
principal transactions and off-board
agency transactions. Alternatively, the
rule would remove only off-board agency
restrictions. :

Proposed Rule 19¢-1[B] would provide
that a member, prior to executing an
over-the-counter transaction (or, alter-
natively, over-the-counter or on another
exchange) for his own account or the ac-
count; of a customer at a price equal to or
better than the exchange gquotation,
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would be required only to make such
inquiry of the exchange floor as the
member deemed appropriate under the
circumstances (including use of a quota-
tion display device) . If, however, the pro-
posed off-board transaction price would
be inferior to the price quoted on the
exchange, the proposed rule would re-
quire the exchange member first to in-
quire of the specialist to ascertain the
extent to which limited price orders on
the specialist’s book were available to sat-
isfy the order, and then to satisfy all
such limit orders at better prices than
the off-board price either before, simul-
taneously with, or immediately after the
off-board execution.

Proposed Rule 19¢-1[C] is similar to
proposed Rule 19¢-1{B] in many re-
spects. Rule 19¢-1{Cl, however, would
impose an obligation to make at least
such inquiry of the exchange floor as may
be necessary to form a belief that a bet-
ter price could be obtained off-board even
if the off-board transaction price would
be superior to the exchange quotation.
Additionally, Rule 19c-1[C] would re-
quire that, in the event an equal or better
price exists for part of the order on the
exchange, public orders on the book and
in the “crowd” at an equal price, and
member orders at a better price, be filled
either before, simultaneously with, or
immediately after the off-board execu-
tion. Rule 19¢-1[C] also contains an op-
tional “gapping” provision which would
permit an exchange to require that public
limit orders required to be satisfied under
the rule be filled at the off-board execu-
tion price rather than at the price bid or
offered on the exchange.

(2) Alternative proposals. The alter-
native uniform off-board trading rules
suggested by commentators and wit-
nesses at the October Hearings include
the following:

(a) NYSE market responsibility rule.
In conjunction with its testimony on
October 20, 1975, the NYSE introduced
& proposed rule, the Market Responsi-
bility Rule (*MRR"), later filed pursu-
ant to section 19(b) of the Act and Rule
19b-4 thereunder, to replace the NYSE
Rule 394.* The MRR would continue to
require that all principal and agency
trades by members take place on the
NYSE floor, except as otherwise specifi-
cally permitted.

The MRR would provide that a mem-
ber holding a customer’s order could so-
lictt or be solicited by a non-member
dealer for the execution of that order
at any time. If the exchange member
believed that a better execution could
be obtained over-the-counter, so long as,
immediately before effecting the trade
off-board, the broker ensured that (i)
all. bublic orders entered on the special-
Ist's book or in the “crowd” at the same
or better prices than the off-board trans-
action price were satisfied at the off-
board transaction price; and (ii) all or-
ders for the accounts of members (in-
cluding specialists) at better prices than
the off-board transaction price were sat-
Isfied at the prices bid or offered by them.
In addition, a complete report of all as-
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pects of each such transaction would be
required by the end of the next trading
day. With respect to off-board principal
transactions, the MRR would establish
a flat prohibition, subject to a number of
exceptions.™ In -effect, the MRR would
always permit the NYSE specialist the
last opportunity to better any third
market bid or offer.

(b) Association for the preservalion
of the auction market rule. The Asso-
ciation for the Preservation of the Auc-
tion Market introduced a proposed rule
(the “APAM rule”) during the course
of the October Hearings similar in many
respects to the NYSE's MRR.® The
APAM rule was proposed as a model uni-
form rule for all exchanges. While the
MRR would permit a dual member to
take an agency order to the over-the-
counter market only after satisfying the
off-board trading rules of all exchanges
to which that member belongs and all
public and member orders on the NYSE
entitled to displace the order, as indi-
cated above, the APAM rule would re-
quire such a member of any exchange to
fill the prescribed categories of orders
only on one exchange having a “reason-
able” order flow. Unlike the MRR, how=-
ever, specialists and exchange members
would be required only to equal the pro-
posed off-board transaction price in or-
der to participate in the transaction
rather than to better that off-board
price. The APAM rule would not affect
existing off~-board principal transaction
restrictions.

(¢) Securities Industry Association
Rule. The Securities Industry Association
proposed a rule ® which would require a
member broker wishing to execute an
agency order off-board at a price between
the exchange quotation to physically
check both the specialist and the crowd
at the specialist’s post and satisfy any
public orders entered on the specialist’s
book or represented in the “crowd” at the
same or better prices than the off-board
transaction price prior to effecting an
off-board trade. A similar requirement
would be imposed in the case of an order
to be executed off-board at a price equal
to or inferior to the exchange quotation,
but, in that event, orders for members’
own accounts (including those of special-
ists) also would have to be satisfied at
prices better than the off-board transac-
tion price. Like the MRR and existing
NYSE Rule 394, disclosure of the order
(including its approximate size and the
size of the market) would have to be
made to the specialist. Principal transac-
tions woud remain restricted as they are
today.

(d) Midwest Stock Exchange Rule.
During the October Hearings, the Mid-
west Stock Exchange also proposed a
uniform rule (the “MSE rule") with re-
spect to off-board agency transactions.®
The MSE rule would permit off-board
execution of agency transactions so long
as a member believes, in the exercise of
reasonable judgment, that such an ex-
ecution could result in a more favorable
price for his customer. Exchanges could
require, moreover, either before, simul-

taneously with, or immediately after an
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off -board agency transaction, that public
bids or offers entered on the specialist's
book at the same or better price than
the off-board transaction price be satis-
fied. No other category of orders could
be similarly required to be satisfied. In
addition, the MSE rule would provide
that public limit orders entered on the
specialist’s book could be required to be
“gapped”—that is, filled at the off-board
transaction price—and that a report of
the characteristics of and parties to any
off-board trade after it is executed be
provided to that exchange.

Most of the foregoing proposed off-
board trading rules have features in com-
mon with existing off-board trading
rules. The following analysis of the ef-
fects of various exchange restrictions on
off-board principal and agency transac-
tions, therefore, is equally applicable to
those proposals and to existing rules.

III. ANALYSIS OF OFF-BOARD TRADING
RESTRICTIONS

A. RESTRICTIONS ON OFF-BOARD PRINCIPAL
TRANSACTIONS

The Commission’s September Report
concluded that exchange off-board trad-
ing rules effectively prevent exchange
members other than specialists from
competing with specialists and over-the-
counter market makers in the business
of making two-sided, round lot markets
in exchange-listed securities.® Off-board
trading rules have this effect either be-
cause they prohibit members from ex-
ecuting prineipal transactions over-the-
counter without, in each case, obtaining
prior permission from an exchange offi-
cial (e.g., NYSE Rule 394(a), which ex-
plicitly requires permission) or because
they require members, as a prerequisite
to effecting any off-board principal
transaction, to yield priority to other
orders on the exchange floor (e.g., Rule
9 of Article XVIII of the Rules of the
Midwest Stock Exchange, requiring that
orders to be effected off-board must be
“made available” to the regular member-
ship prior to the off-board trade) or to
comply with other procedures which may
preclude achiesvement of an economical
over-the-counter execution (e.g., Rule
XIII of the Pacific Stock Exchange, re-
quiring that “an equal bid or offer is
made * * * on both Trading Floors of
the Exchange’) *

Consequently, as presently constituted,
off-board trading rules deprive the se-
curities markets of the benefits which
might otherwise accerue from enhance-
ment of competition among market
makers and the commitment of addi-
tional capital and professional skill to
the market making function. In addi-
tion, these rules prevent exchange mem-
bers from executing their customers’
orders in-house as principal. This might
be done by simply filling customers’
orders from inventory acctimulated as a
result of market making or otherwise,
thus internalizing the “jobber’s turn” in-
herent in most transactions, or by acting
on a ‘“riskless principal” basis. The rules
also preclude members from executing
orders periodically for their own ac-
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counts off-board with third market-
makers or with institutions, either for
investment purposes or in connection
with positioning a portion of a larger
block transaction.

It is apparent to the Commission that
rules which represent, as these rules do,
impediments to ‘“fair markets and
markets other than exchanges,” cannot
be permitted to remain in effect. The
question for the Commission now is to
decide how best to provide for the elim-
ination of these impediments to competi-
tion in a manner that is complementary
to the development, of the national mar-
ket system and in an orderly manner
which is “fair” to public investors and
others.

Increased competition among market
makers can yield a number of significant
benefits to the markets. For example,
competitive forces can assume much of
the burden of disciplining market maker
behavior. In an environment character-
ized by the real-time public reporting of
all completed transactions on a con-
tinuous basis (by means of the consoli-
dated transaction reporting system im-
plemented pursuant to Rule 17a-15 under
the Act ™), market forces can contribute
substantially to the reasonableness of
market makers’ quotations in relation to
last sale prices.”

In addition, each market maker's bids
and offers would have to be competitive
in terms of price and size compared to
the prices and sizes of other market
makers’ bids and offers in order to ensure
a regular flow of order inquiry; failure
to maintain a competitively priced mar-
ket of reasonable depth would be pe-
nalized by a loss of orders (without which
a market maker has no consistent op-
portunity to make a “jobber’s turn,” the
basis of his profit).® Spreads, the differ-
ences between market makers’ bid and
asked prices, should be narrowed as the
bids and offers of various market makers
compete with each other to attract order
flow and opportunities to achieve execu-
tions.” Market makers generally would
conduct their activities on a regular and
continuous basis (rather than sporad-
jcally) for the same reason: brokerage
inquiry is unlikely to be directed to
market makers who do not regularly per-
form their functions.”

The absence of effective market maker
competition in the past has required the
Commission and the self-regulatory or-
ganizations to attempt, by regulatory
means. to define standards of perform-
ance for certain market makers with
respect to depth, liquidity and continu-
ity.® Such regulatory efforts have not
been entirely successful, Moreover, rules
specifying market making standards
=have not been susceptible to objective or
effective enforcement.* The Commission
believes that replacement of these rules
by the more compelling forces of com-~
petition should result in substantial im-
provements in the quality of market

making generally and the fairness of

competition among market makers.
Thus, it would appear that the perfec-

tion of competition among market mak-

See footnotes at end of document.

RULES AND REGULATIONS

ers offers the greatest promise of maxi-
mizing the depth and liquidity of the
securities markets considered as a whole,
under circumstances requiring the least
interference by governmental or quasi-
governmental bodies in the market mak-
ing process.

It has been urged that the beneficial
effects of an increase in market maker
competition, stimulated by the entry of
non-specialist exchange members into
the business of market making, could be
realized immediately by eliminating ex-
change rules which proscribe or inhibit
off-board principal transactions.” Those
espousing this view believe that, if over-
the-counter round-lot market making
were permitted, institutional traders and
brokerage firms would have every in-
centive to encourage securities informa-
tion processors (especially vendors of
market information) and existing mar~-
ket centers to improve existing commu-
nications systems rapidly to ensure ac-
cess to, and knowledge of, the activities
of all significant centers of market mak-
ing activity.™

Elimination of restrictions on the abil-
ity of exchange members to effect prin-
cipal transactions off-board otherwise
than as bona fide market makers would
not result in the significant benefits to
the markets referred to above. Such ac-
tion, however, would permit individual
firms, under appropriate circumstances,
to effect transactions away from the ex-
change market, where they believe that
this would facilitate block positioning,
or would realize cost savings or other
benefits.

Others, however, have asserted that
abrogation of exchange off-board trad-
ing rules governing principal transac-
tions under present circumstances would
lead to a significant loss of order flow by
the “principal” exchange markets (.e.,
the NYSE and Amex) ,* disrupt the mar-
kets considered as a whole (impeding
their fair and orderly functioning),”
would expose securities customers (es-
pecially relatively small and unsophisti~
cated customers) of retail firms electing
to engage in market making to signifi-
cant new risks,” would engender unfair
competition among market makers,”
would undermine the effectiveness of ex-
change market surveillance systems,”
would competitively disadvantage mem-
ber firms which lack adequate resources
to engage in market making, and would
lead to inequality among exchange mem-
bers in terms of execution costs and
ability to participate in the flow of orders
currently centralized on exchange
floors.™

Of particular concern to the Commis~
sion is the widely held belief, enunciated
at the Commission’s October Hearings
and earlier, that abrogation of exchange
restrictions on off-board principal trans-
actions, by encouraging over-the-coun-
ter market making by member firms,
would contribute to fragmentation of the
securities markets, would expose custo-
mers of those firms to over-reaching in
such dealings, and would lead to unfair
competition among different categories
of market makers.”
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Other arguments presented at the Oc-
tober Hearings with respect to the dan-
gers inherent in abrogating off-board
trading rules governing principal trans-
actions were less compelling. For ex-
ample, mere loss of order flow by any
particular market center to other exisi-
ing market centers would not, by itself,
appear to justify retention of off-board
trading rules governing principal trans-
actions. That development could occur
today without any change in exchange
off-board trading rules. As indicated in
the September Report, exchange off-
board trading rules do not prevent ex-
change members from effecting trans-
actions in NYSE-listed securities freely
on other exchanges trading those secu-
rities, either as principal or agent. Thus,
if there were compelling economic or
other reasons for doing so, members of
the NYSE which also are members of
regional exchanges could readily trans-
port the bulk of the NYSE’s existing
order flow to other exchanges, and could
engage in market making in NYSE-listed
securities on other exchanges, without
violating any rule of the NYSE.™

Similarly, it is difficult to see why a
well-capitalized firm should be pre-
vented from engaging in the capital in-
tensive business of market making sim-
ply because other firms lack the capital
to do so. This kind of conduct has never
been thought to constitute “unfair” com-
petition and does not warrant retention
of exchange restrictions on off-board
principal transactions. With respect to
the assertion that action to abrogate
exchange off-board trading rules would
result in a loss of exchange surveillance
capacity, it is unclear that over-the-
counter transactions are intrinsically
more difficult to monitor than exchange
transactions. The most important bene-
fits of exchange surveillance are derived
from the application of computerized
monitoring techniques to member-firm
trading and general market activity
(e.g., to detect unusually aggressive buy-
ing or selling and to identify the source
of that activity). These activities could
be monitored regardless of the market
in which they occur. In addition, record-
keeping and reporting requirements
(e.g., time-stamping and retaining rec-
ords of orders) may be applied to ex-
change members regardless of which
markets are used to achieve executions.
Similar considerations would apply to
the monitoring of over-the-counter mar-
ket making by members if that conduct
were permitted.

It has been asserted ™ that centraliza-
tion of the great majority of orders in
“primary” exchange-listed securities on
such exchanges has afforded a mecha-
nism whereby all members of such ex-
changes, large and small, may execute
agency orders on a relatively equal basis
in terms of costs and exposure to execu-
tion opportunities.

This observation, however, must be
qualified in certain important respects.
The amount and kind of orders repre-
sented by various firms, and the eco-

nomic power which accompanies & sub~
stantial brokerage business, may well
affect the ability of such firms to elicit
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cooperation from specialists and may re-
sult in differences in treatment, at least
with respect to sizable orders. In addi-
tion, differences in treatment may result
from the specialist’s perception of the
degree to which a particular brokerage
firm cooperates with the specialists by
disclosing the extent of customers’ buy-~
ing and selling interest and by taking
into account the specialist’s interests in
acquiring or disposing of long or short
positions.

Finally, it has never been possible for
each firm (regardless of type, size, capi-
tal and geographic location) to obtain
equal exposure, in terms of an oppor-
tunity to achieve executions, to the order
flow represented by all buyers and sellers
present in the markets at any particular
time: specialists on primary exchanges,
specialists on regional exchanges, floor
brokers, and firms which are not mem-
bers of any exchange, for example, have
never been equally favored in this re-
spect. Thus, some firms would lose rela-
tively advantageous positions in terms
of exposure to the bulk of national order
flow while others would improve their
positions in that regard as a consequence
of any reallocation of existing orders
among competing market centers
(whether presently existing or newly
created).

Minimization of differences among
firms in terms of exposure to all buying
and selling interest is one of the prime
objectives of a mational market system,
and it would appear that only a national
market system, with a comprehensive na-
tional communications network as its
core, can capture and reflect all such
interest in a non-discriminatory manner.
Perpetuation of off-board trading rules
would not achieve this result.

In any event, the “primary” egchanges
are only two among a number of com-
peting markets (however dominant their
positions may be), and the benefits to
“primary” exchange members engen-
dered by off-board trading rules must be
balanced against corresponding disad-
vaniages to the markets, considered as
a whole, which may result from those
rules.™ In this context it should be noted
that a significant segment of the securi-
ties industry, including both “primary”
exchange members and others, do not
have an opportunity to engage in market
making activities under circumstances
affording exposure to “primary” ex-
change order flow (and thus cannot bring
additional market making capability to
bear where public order flow is greatest) .

The threat of further fragmentation
of the markets and internalization of
order flow by exchange members engaged
In market making is far more serious.
Such fragmentation, it is claimed, would
occur because a number of the largest,
best capitalized member firms could seize
tl_]e opportunity to make regular two-
sided oyer-the-counter markets in the
most actively traded exchange-listed
Se_curities. withdrawing the major portion
Of their order flow from exchanges while
retaining their memberships (in order,

e ——
See footnotes at end of document.

RULES AND REGULATIONS

for example, to “lay off" positions ac-
quired in the process of market making
in an efficient economical manner). This
opportunity would be attractive to such
firms because of the profit potential in-
herent in internalizing the “jobber’s
turn” otherwise surrendered to a spe-
cialist.

Similarly, the availability of “jobber’s
turn” profits might encourage exchange
members to attempt to internalize cus-
tomers’ orders and execute them as prin-
cipal, perhaps electing to deal only with
such customers. In that event, rather
than dealing with customers at prices
established in the course of making a
bona fide continuous two-sided market
(where the firm assumes risks in acquir-
ing long and short positions), the firm
would execute customers' orders to buy
and sell at prices based upon the firm’s
ability to offset its position immediately,
as principal, against other orders, charg-
ing a differential or mark-up sufficient
to generate a profit.

These arguments assume that cus-
tomers in fact would continue to trans-
mit their orders directly to such firms,
ensuring a continuity of a substantial
flow of orders (a prerequiste to either
profiable market making or the conduct
of a regular “riskless principal” business,
even though those orders would be
effected on a principal rather than on an
agency basis.™

Whether retail member firms would
attempt to internalize their order flows,
and whether they would succeed if they
did attempt to do so, may be questioned.
If such a deyvelopment occurred on a
widespread basis, it is by no means clear
(particularly in view of the consolidated
transaction reporting system and the po-
tential development of quotation systems

for listed securities) that individual in-

vestors would fail to appreciate the value
of an agent’s services or to recognize the
dangers inherent in pitting themselves
directly against the skill and knowledge
of professional dealers. However, should
such internalization of orders occur un-
der existing circumstances, it would con-
tribute to the fragmentation of markets
and could require, at a minimum, Com-
mission action to protect public cus-
tomers of retail firms engaged in market
making from overreaching.”

Even if customers of retail firms elect-
ing to commence market making over-
the-counter were protected against over-
reaching, other problems might be gen-
erated by further fragmentation of to-
day’s markets. For example, without a
communications tool such as a composite
quotation system, reflecting firm bids and
offers by all market makers, a substantial
diminution of order flow presently con-
centrated in existing market centers
could reduce, rather than increase, op-
portunities for the economirally efficient
execution of transactions.” Rapid aware«
ness by market makers and brokers of
all market makers' quotations is a pre-
requisite to the kind of competitive inter-
action which guarantees achievement of
the benefits expected of “fair competi-
tion” among market makers.™ In addi-
tion, brokers need a tool such as a com-
posite quotation system to make in-
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formed judgments in selecting a market
for execution of customers’ orders.”

Broad dissemination of quotations
from competing market makers can be
achieved promptly. It must be stressed
here, however, that these inadequacies
of communication can be overcome. The
industry can and must, in its own inter-
est, work diligently together to develop a
composite quotation system swiftly in re-
sponse to increased competition in mar-
ket making. Securities information proc-
essors would derive increased revenues
from new or improved quotation com-
munications devices utilized by brokers.
New and existing market makers would
be anxious to gain the broadest publicity
for their activities and to demonstrate,
on a national basis, the competitiveness
and strength of the markets made by
them. Brokers would benefit in terms of
increased capacity to serve their cus-
tomers and by obtaining equal access to
crucial information as to the prices at
which their customers’ orders may be
filled throughout the nation.

As indicated above, abrogation of ex-
change rules governing off-board princi-
pal transactions would also permit firms
to position, for their own accounts, por-
tions of large blocks in-house and to ac-
quire or dispose of investment positions
directly in the over-the-counter market
without bringing those transactions to
the fioor of any exchange and exposing
them to displacement by one or more
categories of buying or selling interest
in accordance with the rules of that ex-
change. However, as noted below, block
transactions today may be effected on a
regional exchange where the executing
firm has reason to believe the trade will
not be “broken” by the intrusion of other
buying and selling interest if that result
is important to completion of the trade.
Similarly, if an exchange member wishes
to acquire a portion of the block for his
own account without having to satisfy
other interest on the floor of the “pri-
mary"” exchange market, that, too, can
be accomplished today by taking the
transaction to a relatively inactive re-
gional exchange for execution.

For the same reasons, and by means
of the same technique, members effec-
tively may acquire or dispose of invest-
ment positions under existing circum-
stances without regard to other buying
and selling interest on the “primary” ex-
change market. While elimination of off-
board principal restrictions would appear
to lessen the cost of such conduct, pres-
ervations of those restrictions would do
little to prevent firms from engaging
in it.

Development of a central electronic
repository for limited price orders would
be of special significance to ensure inte-
gration of the markets and preservation
of an opportunity for public orders to
meet without the participation of a
dealer. Such a step will certainly en-
hance competitive opportunities in mar-
ket making® For all these reasons, the
Commission will utilize its new powers
under the Act promptly to ensure imple-
mentation of a national mechanism for

multi-market protection of limit orders.”
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Nevertheless, it must be emphasized that
it would be inappropriate to withhold
from the markets the benefits to be de-
rived from increased market maker com-
petition indefinitely. Development of a
national limit order mechanism is a fur-
ther step in creating a national market
system and must be expedited.

Finally, it must be acknowledged that
the existing scheme of market maker
regulation embodied in certain Commis-
sion rules,” intended to govern specialist
behavior, does burden certain market
makers while not affecting others. Care-
ful consideration must be given, there-
fore, to elimination or modification of
these rules when a definite date is set
for the elimination of exchange barriers
to the commencement of over-the-coun-
ter two-sided market making in round
lots by member firms.

Obvious candidates for elimination or
modification in the context of new op-
portunities for over-the-counter market
making are rules such as NYSE Rule 113
and Amex Rule 190 which prevent spe-
cialists from dealing directly with insti-
tutional customers,™ and regulatory pro-
visions which impose so-called “affirma-
tive obligations” on specialists.® With
respect to exchange bars against direct
specialist dealings with institutions, the
potential for abuse to which those ex-
change restrictions were addressed (e.g.,
manipulation of the market price to
benefit a large customer and other kinds
of customer favoritism) would be reduced
and perhaps negated by more effective
competition among market makers and
loss of the “primary” exchange special-
ist’s monopolistic position.

Similarly, except for providing “con-
tinuity” (which is objectively measura-
ble), specialists’ other “affirmative obli-
gations” to provide “liquidity” and
“depth” (which are not objectively meas-
urable) have not been demonstrated to
force a specialist, as a general maftter,
to act against what he perceives to be
his interest: rather, it would seem that
a more powerful motivation (particularly
in the context of enhanced competition
among market makers) is the specialist’s
desire to demonstrate his willingness and
capacity to make a continuous and rela-
tively stable market and his fear of los-
ing order inquiries if he fails to dem-
onstrate those characteristics.”

The need for certain other regulatory
strictures affecting specialists * in a com~
petitive environment also may be ques-
tioned, particularly after implementa-
tion of a central electronic limit order
repository.

Weighing the potential disadvantages
to the markets against the potential ad-
vantages which the Commission antici-
pates would result from elimination of
exchange rules preventing or impeding
the execution of principal transactions
off-board, the Commission presently is
of the view that, under appropriate cir-
cumstances, increased ability to engage
in over-the-counter market making in
listed securities by a larger segment of
the broker-dealer community (whether
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by existing exchange members or
others), with exposure to order flow, is
more likely to improve the securities mar-
kets than injure them. In addition, the
Commission is convinced that the risks
inherent in abrogating exchange restric-
tions on off-board principal transactions
at the present time could be minimized
by the prompt achievement of additional
elements of a national market system.
These elements include, particularly; de-
velopment of a central electronic reposi-
tory for limited price orders (a “com-
posite book™) , coupled with Commission
rules requiring public orders entered in
that book having price or time priority
to be filled prior to the execution of any
other transaction by a dealer, implemen-
tation of a composite quotation system
(reflecting bids and offers by market
makers, and, perhaps, indications of buy-
ing or selling interest by brokers them-
selyes), and development and implemen-
tation of facilities for ensuring that cus-
tomers are receiving the best executions
available in the system.*

In light of the above considerations,
the Commission believes it appropriate
to devote additional study to the conse-
quences of over-the-counter market
making as it might develop when ex-
change off-board trading restrictions
governing principal transactions are re-
moved, and to afford #n opportunity to
the newly created National Market Ad-
visory Board to consider those conse-
quences, before taking final action to re-
move exchange rules governing off-board
principal transactions.” In addition, the
Commission needs additional time to de-
velop and propose such new rules (and
to eliminate such existing rules) as may
be necessary or appropriate in the con-
text of an environment permitting off-
board market making by retail firms.

Finally, the Commission believes that
the self-regulatory organizations and the
securities indusfry in general should be
afforded additional time to take steps
to ensure the prompt development of a
composite quotation system, a composite
book and facilities for the routing and
execution of orders and to consider
whether changes should be made in
existing self-regulatory organization
rules coincident with establishment of
a more competitive environment for
market making.” For these reasons, the
Commission has determined that, inso-
far as existing exchange rules prevent or
impede exchange members from effecting
principal transactions in exchange listed
securities in the over-the-counter mar-
ket, such rules should be retained for
the present time.”

The Commission will reconsider this
decision no later than March 1, 1977,
after it has had the benefit of the conclu-
sions and advice of the National Market
Advisory Board and progress by that
date toward establishment of a national
market system, and, if it still appears
appropriate, will establish a firm date for
elimination of exchange rules governing
off-board principal transactions, after
which over-the-counter market making
by member firms will be permitted. We
wish to emphasize again that by that
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date the Commission will have had an
opportunity to consider the views and
recommendations of the National Mar-
ket Advisory Board (and others) with
respect to the most effective manner in
which “fair competition” among market
makers may be achieved in the context
of an evolving national market system.

The Commission further recognizes
that, depending upon further develop-
ments, it may prove appropriate to per-
mit bona fide two-sided market making
off-board by exchange members prior
to removing all restrictions upon off-
board principal transactions by such
members. The Commission, however, does
not intend to imply that it has deter-
mined to tie abrogation of off-board
tmgimg rules governing principal trans-
a_cmons to the achievement of any par-
ticular elements of a national market
system. Rather, in view of the potential
advantages and disadvantages which
may flow from such action, the Commis-
sion merely wishes to afford those who
will be most directly affected by removal
of existing prohibitions an opportunity
to fake prompt steps to develop the
mechanism which almost all agree would
minimize or eliminate the adverse con-
sequences which might arise.

B. RESTRICTIONS ON OFF-BOARD AGENCY
TRANSACTIONS

The Commission’s September Report
concluded that existing exchange ofi-
board txjading rules governing agency
transactions effectively prevent over-the-
counter market makers from competing
with exchange specialists for agency or-
ders entrusted to exchange members for
execution.” By functionally preventing
over-the-counter market makers from
obtaining direct access to the flow of
agency orders commanded by exchange
member® (and access by exchange mem-
bers, as agents, to markets made over-
the-counter), these off-board trading
rules constrain exchange members, act-
ing as agents, from freely exercising
their professional judgment in seeking
the most favorable opportunities for exe-
cution of their customers’ orders, thereby
inflicting a significant competitive dis-
advantage on over-the-counter market
makers as well as exchange firms which
might seek to utilize markets off the fioor
of an exchange.”

In addition, by preventing brokers rep-
resenting customers’ “not-held” and
“market” orders from attempting to exe-
cute those orders in the third market
(when the third market, in the broker’s
judgment, offers the most favorable price
to the customer), such rules also dis-
advantage customers by subordinating
their interests to those of other cus-
tomers who have placed limited price
orders with a specialist or have given
“not-held” or “market” orders to brokers
and of exchange members bidding or
offering for their own accounts on the
floor of an exchange.”

Finally, such rules prevent firms hav-
ing the opportunity to cross small orders
in-house (because of a substantial flow
of agency orders) or to cross large block
transactions in-house (because of thelr
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reputations as block traders) to realize
such cost savings and other efficiencies
as they believe such conduct would afford
and to afford an additional means by
which their customers may meet at prices
between prevailing market maker quo-
tations.

While existing off-board trading rules
of the various exchanges differ, as do
those rules proposed by commentators at
the Commission’s October Hearings, in
the degree to which, and the manner in
which, they inhibit the ability of mem-
bers to execute customers’ orders in the
third market,” they share, as an essen-
tial feature, the requirement that a mem-
ber must first explore the market on the
exchange floor, at least to obtain a cur-
rent quotation from the specialist (cur-
rently possible only by going to the spe-
cialist’s post).” Having compelled the
broker, as an initial matter, to take his
customer’s order to the exchange floor,
exchange requirements vary in granting
priority over that order to various cate-
gories of buying and selling interest rep-
resented on the floor, i.e., to public limit
orders entered on the specialist's book,
public orders represented in the “crowd,”
orders for the specialist’s own account,
and orders by other members for their
own accounts.

Thus, such rules generally require one
or more of the enumerated categories of
orders to be filled at prices equal to or
better than the contemplated off-board
transaction price a prerequisite to execu-
tion of any portion of a customer’s order
off-board.”

Virtually none of the witnesses appear-
ing at the October Hearings (and none of
the persons submitting comments to the
Commission in response to its invita-
tions)™ suggested that exchange mem-
bers, acting as brokers, should be fore-
closed from dealing with an over-the-
counter market maker in the event a
better price could be obtained for a cus-
tomer by so doing.” But many witnesses
and commentators stated that, to some
degree, exchange members seeking to
effect agency orders in the third market
should first be required to explore the
Possibility of obtaining a satisfactory ex-
change execution (and, in the process, to
yield priority to one or more categories
of orders represented on an exchange
floor) as a prerequisite to an over-the-
counter execution.

While expressing this view, no witness
or commentator was able to formulate a
satisfactory solution to the problem con-
fronting a member of more than one
exchange in choosing among exchanges
to fulfill such an obligation.™ All appear
to agree that it would be impractical and
Inappropriate to require members of
more than one exchange to fulfill such
an obligation on each and every ex-
thange to which they belong (and that
the imposition of such a requirement in
tonnection with a multiple exchange
member’s selection of an exchange mar-
ket for execution of an order could well
result in substantial harm to regional
éxchanges) .** In spite of this apparently
unresolvable conundrum, several com-

\
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mentators nevertheless suggested that
objections to existing off-board trading
rules could be overcome by amending
them in a variety of ways, presumably
in the hope that a solution to the so-
called “multiple member” problem could
be found.'*

Propesals to amend exchange off-board
trading rules ranged from the rules pro-
posed by the Association for the Preser-
vation of the Auction Market, Inc., and
the NYSE to the relatively more liberal
rule suggested by the Midwest Stock Ex-
change."™ None of these proposals would
free exchange members from an obliga-
tion to make actual inquiry of the mar-
ket on an exchange floor and to yield
priority in attempting a third market
execution at least to limited price orders
entered on a specialist’s book.”* Any of
the proposals, therefore, if adopted,
would represent burdens on competition
between over-the-counter market mak-
ers and specialists and between different
customers, and, to varying degrees,
would impose restrictions or: the exercise
of brokerage judgment, in the manner
described above. No similar barriers
exist, of course, to selecting a particular
market among exchange markets for ex-
ecution of an agency order.’™

The Commission has concluded that,
even if a composite quotation system
were available, a requirement that a
member physically check the market at
a specialist’s post in itself would operate
as a disincentive to consideration of
third market execution opportunities by
exchange members acting as agents be-
cause of the time, effort and expense in-
volved in making that check (unless the
order was large enough to justify such
time, effort and expense). In concert
with requirements that certain cate-
gories of orders on the exchange floor
must be filled as a prerequisite to con-
summation of a third market agency
trade (adding significantly to the costs
of floor checking), this disincentive be-
comes so substantial as to preclude exe-
cution of most agency orders in the third
market (at least those of relatively small
size) even if such an execution would be
more favorable to the customer than an
exchange execution.'™

It has been argued that off-board trad-
ing rules governing agency transactions
do not, in fact, represent burdens on
competition, and that, if they do, they
Serve necessary or appropriate regula-
fory purposes under the Act, thus jus-
tifying such burdens on competition as
they do impose.'”

With respect to whether off-board rules
governing agency transactions actually
do impose burdens on competition, cer-
tain commentators and witnesses at the
October Hearings pointed out that mem-
bers of the “primary” exchanges which
are also members of one or more regional
exchanges already have access to over-
the-counter market makers which have
joined certain regional exchanges as al-
ternate specialists,"® and that, in any
event, exchange members now may exe-
cute agency orders on an exchange with
over~-the-counter market makers which
are not exchange members without
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charging those market makers commis-
sions.™ These facts, it is asserted, demon-
strate that off-board trading rules gov-
erning agency transactions do not impose
any significant burdens on competition.

Nonetheless, as indicated in the Sep-
tember Report, not all “primary” ex-
change members belong to one of the re-
gional exchanges having over-the-
counter market makers as members, not
all regional exchanges permit over-the-
counter market makers to join and con-
tinue their over-the-counter activities,
and not all over-the-counter market
makers have become members of one of
the exchanges which do permit continu-
ation of over-the-counter market mak-
ing by certain categories of members.'"”
In addition, execution of transactions on
a regional exchange could entail signifi-
cant costs (e.g., communications, out-of-
town clearing and order transmission ex-
penses) the full extent of which might
not have to be incurred if direct access to
over-the-counter market makers was
permitted.™

More significantly, in view of those
costs, such transactions are practicable
only to the extent that the size of the
order (and the commission associated
with its execution) justify transporting
the order to a regional exchange.'*
Therefore, even with respect to over-the-
counter market makers which are mem-
bers of a regional exchange, exchange
off-board trading rules effectively deny
them the opportunity to compete directly
for any portion of the flow of retail-size
orders handled by exchange members,
and unfairly impede them in competing
directly for large orders, by disabling ex-
change members from taking advantage
of potentially significant cost efficiencies
inherent in direct over-the-counter
executions.

The argument that exchange mem-
bers now may execute agency orders with
over-the-counter market makers on an
exchange without charging that market;
maker a commission, thereby obtaining
adequate access to such market makers’
bids and offers, suffers from several de-
fects. First, like other market makers,
over-the-counter market makers gener-
ally are willing to make firm quotations
for immediate acceptance only." An
over-the-counter market maker would
be at a competitive disadvantage if he
was required to hold his quotation firm
while the exchange member takes his
“order” to the floor.™ In addition, it ap-
pears that the loss of advertising value of
a third market tape print,”* the risk of
having a substantial trade “broken” by
other bids and offers on the exchange
floor (as a consequence of exchange pri-
ority and precedence rules),”™ and the
difficulties which the over-the-counter
market maker would experience as a
consequence of having to disclose his ac-
quisition price when he is a buyer (due
to net printing of his transaction) ** are
disincentives to over-the-counter market
makers’ agreeing, as a general matter, to
transact business on an exchange in the
suggested manner.

Consequently, the Commission has
concluded that neither access by dual ex-
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change member brokers to some over-
the-counter market makers on some re-
gional exchanges nor the ability of an
over-the-counter market maker to give
an “order” to an exchange member to be
erossed on an exchange floor (without a
commission charge to the market
maker) provides an adequate substitute
for direct access to over-the-counter
market makers by all exchange member
brokers.”™ Thus, the Commission is un-
able to conclude that any available alter-
native to such direct access comports
with the statutory goals of achieving
“economically efficient execution of se-
eurities transactions,” “fair competition
among brokers * * * and between ex-
change markets and markets other than
exchange markets,” or “the practicabil-
ity of brokers executing investors’ orders
in the best market.” **

Except for the arguments presented
above, it has not generally been disputed
that exchange off-board trading rules
governing agency transactions impose
substantial burdens on competition. Since
the Commission has concluded that such
rules do impose substantial burdens on
competition, it must determine whether,
nevertheless, those rules can be justified
as necessary or appropriate in further-
ance of the purposes of the Act in light
of the statutory goals discussed above.

Witnesses at the October Hearings and
commentators favoring retention of some
form of requirement that an exchange
floor be checked physically and that one
or more categories of orders represented
there be satisfied prior to any third mar-
ket execution of an agency order argued
that failure to retain some such require-
ment would induce members of ex-
changes to abandon their memberships,
would result in a significant loss of
orders from exchanges to the third mar-
ket, would result in the bypassing of
public orders entitled to priority, would
reduce the quality of market making by
specialists (particularly in less active
stocks), would lead to undue concentra-
tion in the securities industry, would
destroy the auction process (leading to
dealer markets), would destroy investor
confidence in the fairness of the mar-
kets, and (because of the combination of
the foregoing factors) would make the
capital raising process generally more
difficult.*

Opposing views were that any modi-
fication of those rules which continued
the existing requirement that an ex-
change floor be checked prior to an over=-
the-counter trade would not result in
any change in the handling of most or-
ders presently directed to exchange
floors, and that even abrogation of those
rules would lead only to relatively minor
shifts in order flow from exchange mar-
kets to the third market (and then only
because of better prices and greater ef-
ficiencies offered by that market).* In-
deed, it would appear that, since most
large retail member firms transmit their
orders automatically to the “primary”
exchange market by means of automated

routing systems (because individual
See footnotes at end of document.
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handling of a large volume of orders is
inefficient and because checking alter-
native markets, under existing circum-
stances, is a costly and sometimes risky
way of doing business even where it is
possible to do so), all orders handled
by such firms (except sizable orders,
where the amoun:i of commission in-
volved justifies different treatment) will
continue, at least for the immediate
future, to be directed automatically to
the “primary” exchange regardless of
any change in exchange off-board trad-
ing rules relating to agency transac-
tions.™

As indicated earlier in the discussion
of off-board trading rules governing
principal transactions, reallocation of
the order flow presently enjoyed by ex-
isting exchange markets and the over-
the-counter market could occur today
in a number of ways for numerous rea-
sons unrelated to the continued exist-
ence or disappearance of off-board trad-
ing rules.™ 1t has never been a function
of the Commission (or among the pur-
poses of the Act) to take, or refrain from
taking, regulatory action solely to pre-
serve any market center’'s existing order
flow.”™ While the Commission has de-
termined, for the present, to leave in
place exchange restrictions on off-board
prinecipal transactions (principally be-
cause of certain potential problems as-
sociated with the initiation of over-the-
counter market making by members of
exchanges) ™ similar considerations do
not apply to retention of exchange re-
strictions on off-board agency trans-
actions. In any event, the Commission
is not now prepared to conclude that a
major reallocation of order flow among
existing markets (i.e., a sudden and pro-
nounced exodus of orders from the ex-
changes to the over-the-counter mar-
ket) will necessarily occur.

The “primary” exchange markets pres-
ently command an overwhelming per-
centage of all orders in multiply-traded
securities.™ Those markets generally
offer more opportunities to achieve ex-
ecutions (particularly for orders of rela-
tively modest size and for limited price
orders) than are available in all alterna-
tive markets combined; even a material

reduction in the number of orders cur-.

rently centralized on those exchanges
would not alter this fact.”™ It presently
appears that those markets will continue
to offer an environment in which there
is the greatest likelihood that orders of
modest size will receive prompt execu-
tions satisfactory to customers, particu-
larly if they continue to offer the benefits
that have made them attractive to
brokers and Jiealers in the past.** Thus,
for example, where speed of execution is
essential in a transaction (e.g., a market
order, where “missing the market” is a
significant risk), there is a substantial
natural incentive to transmit that order
directly to the “primary” market, absent
knowledge that a price at least as favor-
able as that which could have been ob-
tained in that market can be secured in
another market.”™ This judgment is sup-
ported by the reliance presently placed
by major retail firms on automatic order

FEDERAL REGISTER, VOL, 41, NO. 21—FRIDAY, JANUARY

routing equipment to transmit orders to
the “primary” exchanges for execution.’™
Thus, it would appear.unlikely that the
“primary” exchanges will suffer any sub-
stantial loss of order flow merely because
exchange rules preventing customers'
orders from being executed in the third
market are eliminated. Where exchange
members can be certain that superior
executions can be achieved in the third
market (or on éxchanges other than the
“primary” market), however, the Com-
mission believes that such members, act-
ing as brokers, must not be prevented
from pursuing those opportunities for
their customers.™

One aspect of the total abrogation of
agency restrictions which is of some con-
cern, however, is that new opportunities
would be created for the in-house
crossing of agency orders, where the ex-
ecuting firm would act as agent for both
sides of the transaction. It has been
asserted that these opportunities would
prove irresistable to many firms, and that
initiation of in-house crossing on a wide-
spread basis would lead to a substantial
dilution of the order flow currently
shared by existing market centers, re-
sulting in all of the adverse effects of
market fragmentation discussed earlier,
as a consequence of market making by
exchange member firms under existing
circumstances in the event off-board
trading rules proscribing off-board
principal transactions were eliminated.

With respect to relatively small retail
orders, however, the Commission is not
convinced, at the present time, that this
development would occur since there ap-
pears to be little possibility that in-house
crossing of such agency orders would
offer cost savings of sufficient moment
to offset the difficulties and legal risks in-
herent in “bunching” or *“queuing”
market orders (which, together with lim-
ited price orders, comprise the bulk of
relatively small retail orders) to await
arrival of another order as the opposite
side of a ftransaction for purposes of
matching or pairing in an execution. This
would appear to be especially true in light
of the fact that, unlike over-the-counter
round-lot market making, internalization
of the order flow represented by a firm's
small retail orders would not generate
profits from a “jobber’s turn,” and would
offer cost savings (if any) only by elim-
inating expenses associated with trans-
mitting agency orders to a market for
execution, expenses which automated
routing systems apparently have reduced
significantly. In addition, the reprogram-
ming of existing order handling systems
(e.g., automated routing systems) fo ac-
commodate such a practice would appear
to be both complex and expensive.

If, however, such a development were
to occur under circumstances affording
customers execution prices at least as
favorable as those which the executing
firm, in accordance with its agency re-
sponsibilities, knew or should Lave
known could have been obtained in an-
other market,” it may be desirable to
permit such a development; transactions
completed in-house still would be re-

ported and vublicized in the consolidated
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transaction reporting system (thus ex-
erting an appropriate influence on price
levels in all markets, including the prices
bid and asked by market makers) and
customers would be protected against
over-reaching and various forms of cus~
tomer favoritism by traditional agency
and fiduciary principles. Finally, should
this development occur (a prospect the
Commission considers unlikely for the
reasons set forth above) , the Commission
is armed with substantial powers under
the Act to ensure that customers are pro-
tected from potential abuses should sup-
plementary protections appear appro-
priate,’®

It must be recognized that internaliza-
tion of order flow could be achieved to
some degree today, in the sense of pair-
ing or matching orders for execution, if
that practice would yield cost savings
other than those attributable to trans-
mitting orders to an exchange floor, Ex-
isting rules would not prevent a firm
from matching orders as crosses and
then bringing them to an exchange floor
for execution. Finally, benefits to in-
vestors must not be overlooked. Such
agency crosses would be executed under
best execution principles between exist-
ing bid and asked thus affordinz smaller

“customers a better price than that ob-
tainable in any market place.

With respect to substantial orders of
block size, it does not appear that in-
house crossing would result in new risks
to customers, nor would there be signifi-
cant new opportunities for avoidance of
public orders represented on exchanges
which are entitled to protection, or to
any other undesirable effect which is
prevented today by exchange restrictions
on off-board agency transactions. First,
customers engaged in such trades are
among the most sophisticated of in-
vestors (i.e., such customers usually are
institutions), and the prices at which
such transactions occur generally are
the result of intense bargaining. Second,
in cases where avoidance of buying or
selling interest represented on the floor
of any particular exchange (e.g., the
NYSE), interest which would be entitled
to displace any portion of the block
order if it were brought to the floor for
€xecution, is important to completion of
a block transaction, such interest can he
avoided today by transporting the trans-
stxictxon to a regional exchange for execu-

On‘u’l

On the other hand, while there may
be Some cost savings associated with the
ability of a member to avoid an exchange
floor in effecting cross transactions, the
Commission is not convinced that the
€xpenses involved have significant anti-
tompetitive effects. Members, of course,
areé permitted to internalize the execution
function by establishing their own floor
fepresentation; moreover, after May 1,
1076, any member firm without its own
floor brokerage capacity will be able to
freely negotiate the charges it pays for

is service. Additionally, if members
Were permitted to effect cross transac-
Hons in-house those members desiring to
\
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do so would be required to bear the ex-
pense of reporting such transactions for
inclusion in the composite transactions
reporting system. Widespread crossing of
blocks upstairs by members might also
contribute to the inefficiency of the ex-
isting pricing mechanism on the primary
exchange floor,

While the same arguments presented
above could be and have been made in an
effort to justify restrictions on transac-
tions by members with third market
makers, there the substantial anti-com-
petitive effects of such restrictions are
sufficient to outweigh the benefits to cen-
tralization of order flow which such rules,
in certain ways, represent. Similarly, the
substantial fragmentation which could
result from elimination of proprietary
trading restrictions was an important
consideration weighing in favor of reten-
tion of such restrictions at this time, even
though it was recognized that eliminat-
ing the proprietary restrictions would
likely enhance market making competi-
tion and the capital commitment neces-
sary to absorb large institutional imbal-
ances.

It follows therefore, that if restrictions
on in-house cross transactions are not
perceived to be anti-competitive in sig-
nificant ways, the likelihood of fragmen-
tation and the possibly detrimental
effects flowing therefrom would be com-
pelling arguments for retaining those
restrictions.

Accordingly, during the interim period
between adoption of Rule 19¢-1 and Jan-
uary 2, 1977, when all restrictions or a
member’s ability to effect a customer’s
transaction over-the-counter with a
third market maker or nonmember block
positioner must be eliminated, the Com-
mission intends to give further consid-
eration to the issue whether over-the-
counter cross transactions in listed se-
curities by members should continue to
be restricted, or not. In this regard, the
Commission is requesting the National
Market Advisory Board to advise the
Commission of its views on this aspect of
the off-board trading issue no later than
October 1, 1976. Interested persons are
requested to provide their views on this
issue to the National Market Advisory
Board and to the Commission no later
than June 1, 1976,

It has also been argued that, while
“primary” exchange markets may not
experience a disruptive loss of order flow
as a result of elimination of off-board
trading rules governing agency transac-
tions, regional exchanges would be cer-
tain to lose that portion of their order
flow attributable to the activities of over-
the-counter market makers which are
members of those exchanges. If, indeed,
this does occur it would appear incon-
sistent with the purposes of the Act for
the Commission to attempt to prevent
it.*” But there may be significant reasons
for over-the-counter market makers
which are currently members of regional
exchanges to retain their memberships
(and continue their exchange activities)
in the absence of exchange rules govern-

ing off-board execution of agency trans-
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actions. For example, such market mak-
ers’ presence on the floors of regional
exchanges enezbles members of those ex-
changes seeking executions for agency
orders, as a practical matter, to check
two markets at once (with all of the cost
savings implied): the regional ex-~
change’s regular specialist and the over-
the-counter market maker.*

Withdrawal of over-the-counter mar-
ket makers from such exchanges would
force members acting as brokers to
choose between continuing to direct or-
ders to the exchange and directing them
to an over-the-counter market maker
(or to incur the cost of two discrete in-
quiries), resulting, potentially, in a loss
rather than a gain in business and ex-
posure to order flow by over-the-counter
market makers.

Other arguments with respect to a loss
of order flow by regional exchanges in
the event off-board trading rules gov-
erning agency transactions are elimi-
nated are equally unpersuasive. For ex-
ample, such action might precipitate a
decline in the volume of large transac-
tions transmitted to regional exchanges
solely for the purpose of avoiding buying
or selling interest on the floor of the “pri-
mary” exchange (because those orders
could be effected in the over-the-coun-
ter market directly) .”” But, to the extent
regional exchanges presently enjoy a vol-
ume derived from transactions between
members of the “primary” exchange
market and over-the-counter market
makers which have joined regional ex-
changes as a consequence of avoidance
of off-board trading rules, it cannot be
argued that those rules should be re-
tained in order to preserve a mechanism
for their avoidance,

While it was asserted that elimination
of off-board trading rules would lead to
an exodus of exchange member firms, no
reasons for this exodus other than reg-
ulatory disparities between the over-the-
counter market and exchange markets
and the profit potential of over-the-
counter market making were sug-
gested.” The Commission is committed
to a regulatory environment in which
all markets are subject to appropriately
equal regulation, a goal of the Act, and
to the equitable sharing of costs, on a
comparable basis, by all participants
in the markets." As indicated above, the
Commission has determined not to per-
mit exchange members to engage in con-
tinuous market making in round lots
over-the-counter at the present time,
and would- act swiftly to impose appro-
priate regulation on over-the-counter
market making in multiply-traded ex-
chage-listed securities by large retail
firms should they abandon their mem-
berships to initiate that activity.** The
Commission has not been presented with
any evidence, however, that the abroga-
tion of restrictions on off-board agency
fransactions alone would lead any ex-
change member to abandon its exchange
membership,

With respect to the argument that any
modification or restrictions of off-board

agency transactions (or elimination of
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those restrictions) might lead to a dete-
rioration in the depth and liquidity of
exchange markets and in the continuity
of prices on those markets, at cross pur-
poses with the goal of economically effi-
cient executions, the Commission is not
persuaded that these effects would re-
sult’* For example, it is argued that a
loss of exchange order flow would result
in a widening of specialists’ spreads. As
indicated above, the Commission expects
increased competition in market making
to have the opposite result as each mar-
ket maker attempts to attract order
flow.™* In addition, it has been suggested
that the quality of exchange markets
made by specialists will suffer because
specialists will no longer be able to de-
pend upon the subsidy afforded by their
privileged positions with respect to the
most actively traded stocks and broker-
age from limit orders.’™

Neither argument is compelling. Even
if a material percentage of orders were
to leave the “primary” exchanges (due
to successful competition by over-the-
counter market makers in the most ac-
tive stocks), a prospect the Commission
considers unlikely, at least in the short-
term, the Commission doubts that spe-
cialists will make less satisfactory mar-
kets, or that the markets, considered as
a whole, will lose liquidity, depth or price
continuity, for the reasons suggested.
With respect to limit orders, the “pri-
mary” exchanges will continue to afford
mechanisms which maximize opportuni-
ties for executions of those orders (until
development of a composite book) even
if volume diminishes. In any event, re-
gional exchange limit orders, currently
dependent upon “primary market pro-
tection,” should not be similarly af-
fected ™ Over-the-counter market mak-
ers do not, for the most part, offer limit
order capacity. Accordingly, the Com-
mission believes that elimination of off-
board agency restrictions is more likely
to contribute affirmatively to the so-
called “internal efficiency” of the securi-
ties markets than not.

With respect to the argument that the
quality of specialist market making in
inactive securities is dependent on profits
from market making in active securities
(which will be diminished by increased
competition in those securities), the
Commission has not been able to ascer-
tain that this cross-subsidy actually ex-
ists. Commentators have not identified
any facts which would prove the exist-
ence or the extent of any cross-subsidiza~-
tion. Furthermore, competition from
over-the-counter market makers is not
qualitatively different in this context
from increased competition from re-
gional exchange specialists. Finally, the
Commission is of the view that increased
competition for order flow would comport
with the statutory mandate to provide
“fair competition” among brokers and
dealers, among exchange markets and
between exchange markets and markets
other than exchange markets, while at-
tempts to insulate the income of primary
exchange specialists to support their
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market making in inactive securities
would not.

Of all the arguments advanced in
favor of retaining some form of off-board
trading rule requiring that an exchange
be interrogated, and that at least certain
orders on that exchange be satisfied by &
member wishing to effect & third market
agency transaction, the most persuasive
concerned the desirability of continuing
protections for public limit orders, to pro-
vide a means for those orders to par-
ticipate in transactions which otherwise
would occur at prices below those which
the public is willing to pay or above those
at which the public is willing to sell.**

As explained below, the Commission
believes that it is essential to create &
central mechanism for the national pro-
tection of limited price orders.” Testi-
mony presented at the October Hearings
cogently argued that such protection is
fundamental to the fairness of our secu-
ritles markets’* Existing exchange
mechanisms designed to protect limit or-
ders and provide for their participation
in transactions occurring on particular
exchanges, however, are inadequate for
the future and can be circumvented un-
der existing circumstances by members
of “primary’ exchanges (who may trans-
port an order to a regional exchange if
avoiding the limit order book on the
“primary” exchange is an important fac-
tor in consummating a substantial trade)
and by customers (who are not required
to effect a transaction on an exchange
at all).

Thus, it appears that no Commission
action with respect to off-board trading
restrictions on agency trades would have
any material impact on such integrity as
existing limit order systems may have,
at least in the immediate future. In any
event, testimony was presented at the
October Hearings to the effect that ex-
change members generally clear limit
orders on the specialist’s hook prior to
executing a transaction on a regional
exchange even though they are under no
legal compulsion to do so.*”

To the extent that exchange members
find it desirable to clear the limit order
book prior to executing a transaction on
a regional exchange, it would appear that
they would also do so prior to executing
orders in the third market. Purthermore,
the statutory goal of improving the abil-
ity of exchange members to execute cus-
tomers orders in the best market would
be frustrated by any Commission action
which would circumseribe a broker’s abil-
ity to seek competitive bids and offers
expeditiously.

Brokers entrusted with an agency
order should and will be able to execute
that order in any market and in any
manner which presents the most ad-
vantageous opportunity for an execu-
tion.™ The Commission can perceive lit-
tle reason why satisfaction of public
limit orders should be mandated when
an exchange member wishes to effect a
transaction directly with an over-the-
counter market maker, but not mandated
when the same member effects the same

transaction with the same over-the-
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counter market maker on a regional ex-
change. Moreover, even if public limit
orders on the “primary” exchange were
required to be filled prior to a trans-
action by a dual member on a regional
exchange (a proposition which the re-
gional exchanges have termed “disas-
trous” to their markets), opportunities
for avoidance would still exist. For ex-
ample, transactions effected by sole
members of regional exchanges, third
market brokers and over-the-counter
market makers and fourth market trans-
actions would not be subjected to dis-
placement by limit orders entered in the
“primary” market. It is clear, therefore,
that the only fair, realistic and prac-
ticable way of mandating satisfaction of
public limit orders, a goal the Commis-
sion shares with all those witnesses who
have stressed the importance of public
limit order precedence, is through the
creation and development of a compos-
ite book and the imposition of a re-
quirement that all transactions, wher-
ever and by whomever effected, must
clear that book.

Some witnesses stressed in the Octo-
ber Hearings that the advantages which
institutional investors have over individ-
ual investors, in securing opportunities
for favorable investment positions, are
increasing in a manner incompatible
with the maintenance of public confi-
dence in the fairness of the markets’
It was the conclusion of these witnesses
that exchange mechanisms for protect-
ing publie limit orders (which generally
represent individual rather than insti-
tutional interest) must be preserved by
retention of off-board trading rules in
order to shore up the confidence of retail
investors in the fairness of the trading
markets.” The Commission believes this
argument is ill-founded.

Institutional investors today have
every opportunity to effect orders di-
rectly with third market makers when-
ever they believe it is advantageous to do
50. Moreover, brokerage firms are willing
to explore all of the varied opportunities
for execution of an order in size which
presently exist because the compensation
involved in effecting a sizable order would
justify any additional expense, NYSE
member firms, however, which represent
the great majority of retail orders in
listed securities, are not similarly per-
mitted to utilize whatever added liquid-
ity and superior execution opportunities
the third market may represent to bene-
fit their retail customers. Any require-
ment that, prior to a third market execu-
tion with an over-the-counter market
maker, a member must first physically
explore the market on the floor of an
exchange would make the use of the
third market for round-lot orders un-
economical.

1t would be anomalous, at best, for the
Commission to question the right of an
exchange member diligently to explore
and use any and all competing markets
and methods of achieving executions
when individual customers would ben.e-
fit financially thereby. Exchange restric
tions which have the effect of preventing
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a member from offering professional cov-
erage of competing markets for retail
customers, similar to that coverage which
members provided to institutional cus-
tomers, cannot therefore be permitted to
continue.™

It would appear that exchange mem-
bers would have little use for a compos-
ite quotation montage reflecting round-
lot bids and offers by competing market
makers if exchange rules effectively fore-
closed access to certain of those market
makers. On the other hand, the relaxa-
tion of off-board restrictions on agency
transactions and the ultimate elimina-
tion of such restrictions, could enhance
the utility of a composite quotation mon-
tage and provide a useful tool to ex-
change members in serving their custom-
ers. While the Commission does not be-
lieve it likely that a majority of firms (at
least in the near term) would attempt to
make decisions as to the best market
with respect to each small order even if
a composite quotation system were avail-
able, nevertheless, should a member de-
cide to provide such service for retail
customers, that event should be wel-
comed, not prevented.

As a consequence of its conclusions re-
garding the anticompetitive impacts of
exchange off-board trading rules gov-
erning agency transactions, and in light
of the Commission’s inability to conclude,
based upon its experience to date, the
refention of those rules can be justified
by reference to the purposes of the Act,
the Commission has determined to adopt
Rule 19¢~1 under the Act, eliminating all
such rules as of January 2, 1977. after
which, pursnant to that Rule, no rule of
any national securities exchange shall be
construed to impose, directly or indirect-
ly, any requirements, limitations or re-
strictions on members of those exchanges
with respect to the execution of agency
orders over-the-counter.

The Commission is providing a one
vear period prior to eliminating exchange
resirictions on over-the-counter agency
transactions in the interests of provid-
ing time to the exchange community,
members of exchanges and the securities
industry at large to consider such ad-
Jjustments in current ways of doing busi-
ness and in the existing pattern of regu-~
lation as may be deemed appropriate in
response to the rule. In addition, the
Commission wishes to afford the securi-
ties industry and self-regulatory organi-
zations an opportunity to exert their best
efforts to achieve the prompt implemen-
tation of a composite book, discussed be-
low, to provide nationwide protection to
limited price orders of public customers.
In the interim, to facilitate the transition
to complete abrogation of exchange off-
board trading rules governing agency
Iransactions, the rule provides that, after
March 31, 1976 and wuntil January 2,
1977, an exchange may, by rule, afford
brotection to limited price orders entered
on an exchange specialists’ book in the
Manner specified in the rule. ™ During
this period, the Commission intends to
Evaluate the consequences flowing from
Tlaxation of off-board agency restric-
\
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tions prior to complete abrogation of
exchange off-board trading rules govern-
ing agency transactions to determine
what, if any, additional regulatory meas-
ures might be necessary or appropriate
in light of experience during the interim
period.

1IV. DEVELOPMENT OF COMPOSITE BOOK

The instant proceedings, and the en-
tire question of off-board trading rules,
must be viewed not only with respect to
the merits of individual exchange trad-
ing rules, but also in the context of the
development and implementation of a
national market system. In this regard,
the Commission was encouraged that,
despite differing views as to whether off-
board frading restrictions should be ab-
rogated or modified at this time, all com-
mentators appeared to support the
fundamental concept and goals of the
national market system envisaged by
Congress in enacting the Securities Acts
Amendments of 1975."* Indeed, certain
commentators submitted for the record
detailed and specific models designed to
implement a national, centralized trad-
ing system having the characteristies
necessary to achieve the regulatory ob-
Jjectives and goals of Section 11A."° The
Commission found these proposals to be
helpful and constructive for purposes of
the present proceeding and future
planning.

Nevertheless, the Commission does not
believe that its Congressional mandate to
facilitate the development of a national
market system in accordance with the
findings and objectives enunciated by
Congress should be construed to demand
inaction at this time with respect to
off-board trading restrictions: in fact,
if anything, the opposite is the case. His-
torically, the Commission has viewed the
integration of third market firms into
the existing market structure as a funda-
mental and important step toward true
centralization of order flow under fair
conditions. Thus, in its February 2, 1972
“Statement on the Future Structure of
the Securities Markets,” the Commis-
sion concluded that four major steps
were required.

(1) Implementation of a nationwide
system for disclosure of market informa-
tion designed to make price and volume
information in all markets and guota-~
tions from all market makers universally
available;

(2) Elimination of artificial impedi-
ments, created by exchange rules or
otherwise, dealing in the best available
market;

(3) Establishment of terms and condi-
tions upon which any qualified broker-
dealer can negotiate access to all ex-
changes; and

(4) Integration of third market firms
into the central market system and mak-
ing them subject to appropriate market
responsibilities and other regulatory re-
quirements commensurate with the
benefits they may realize'™

Several important initiatives have al-
ready been taken to further these goals.
The Commission’s short sale rules have
been amended to extend their applica-
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tion to “third market” transactions™
A uniform net capital rule, applicable to
a broad segment of the securities indus-
try, has been adopted,”™ and comprehen-
sive anti-manipulative rules for all mar-
ket centers are in place.'” The exchanges
and the NASD are now in the final stages
of implementing a consolidated transac-
tion reporting system in accordance with
a joint industry plan -filed with and
declared effective by the Commission
pursuant to Rule 17a-15 under the Ex-
change Act.' This system, which is al-
ready operational with respect to NYSE-
listed securities, will enable investors to
make more informed judgments regard-
ing which market centers offer the most
advantageous price at a particular time.
In the area of quotation information, all
exchange restrictions on the dissemina-
tion of such information have been
eliminated.” In addition, the adoption
of Rule 19b-3," abolishing fixed rates of
commission for transactions on ex-
changes, has permitted brokers to nego-
tiate the cost of access to the various
exchanges.’™ The Commission believes
that the adoption of Rule 18¢-1"* is an
important step in integrating existing
markets.

Nevertheless, the Commission agrees
with the thesis of many commentators
that maximization of the opportunities
for bids and offers to meet and for com-
prehensive protection for limit orders
can only be fully achieved through a
true national market system, and that
those objectives are worth pursuing. For
this reason, the Commission is also an-
nouncing today the steps it intends to
take in the immediate future to. provide
the kind of comprehensive limit order
protection which all commentators ap-
parently agree is in the public interest.

The Commission believes that public
limit orders and the intended function of
the specialist's limit order book have im-~
portant roles in our securities markets,
and that displacement of proposed trans-
actions between securities customers (or
their brokers) and market makers by
such orders, under -certain circum-
stances, is appropriate in the public in-
terest and for the pratection of investors
to ensure the fairness of the markets
and an opportunity for public orders to
meet without the participation of a
dealer.™ Existing exchange mechanisms
for the storage and execution of limited
price orders, however, by their very na-
ture are unable to provide full protec-
tion for those orders, and the regulatory
devices employed to ensure execution of
such orders engender certain adverse ef-
fects which, as noted elsewhere in this
release, outweigh their laudable objec-
tives.

First, as discussed above, Jimit orders
may be avoided, in whole or in part, by
a number of techniques, including the
execution of a transaction on a regional
stock exchange. Second, dual members
are not required to satify orders on the
books of all the exchanges for which
they are members before they execute a
trade on any particular exchange, and
existing technology would make such a
requirement, if imposed, wholly imprac-
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ticable. Finally, existing exchange rules
regarding priority and precedence and
renewal of the “auction” after each
transaction do not, in our view, provide
an ideal framework for the protection
of public orders (especially those of
small size)

The Commission believes that the
answer to the problem of providing ade-
quate protection for public limit orders
is not to maintain existing rules which
perforce provide only imperfect protec-
tion and have certain undesirable anti-
competitive effects, but rather to use the
advanced technology now available to
provide for a computerized central limit
order repository, or composite book."™ A
composite book would permit the effec-
tive integration of existing market mak-
ers (both exchange and third market by
ensuring continuation and extension of
the public’s ability to obtain priority in
competing for executions; in addition,
such a book would provide brokers and
dealers with an efficient and practical
means by which all limit orders, regard-
less of origin, can be protected on a
national basis.!® Once a composite book
is in place, the Commission believes that
all transactions, regardless of size,
should be required to satisfy orders on
that book at the same or at a better price
either immediately before, simultane-
ously with or immediately after execu-
tion. >

The Commission believes that sub-
stantial progress can be made in develop-
ing a composite book prior to the date
established today for elimination of
agency restrictions on off-board trading.
In that regard, and in conjunction with
our action with respect to off-board trad-
ing rules, the Commission proposes to im-
plement the following steps to achieve &
composite book as rapidly as possible.
First, the Commission plans to propose,
pursuant to its authority under the Act
(and particularly sections 2, 3, 6, 10, 11,
11A, 15, 15A, 17, and 23 thereof), a rule
which will request self-regulatory orga-
nizations and securities information
processors (separately or together with
one or more self-regulatory organiza-
tions) to submit plans for the design,
construction and operation of a compo-
site book meeting certain minimum spec-
ified characteristics. The Commission has
not made any final determination as to
the characteristics which each such plan
should include. For purposes of securing
meaningful discussion the following is a
list of proposed characteristics of a com-
posite book:

(1) The composite book system must
be capable of storing all limited price
orders entered through either an ex-
change specialist or a qualified third
market maker; *™

(2) Entry points for orders to be in-
serted in the composite book initially
would be through existing specialists and
qualified third market dealers (who must
also have the ability to cancel orders
once entered) ;

(3) The composite book must be capa-
ble of storing and queuing orders in such
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a way that all public agency orders (i.e.,
agency orders for persons other than
brokers or dealers) at particular prices
would have priority over all orders at
those prices entered for the accounts of
brokers or dealers;

(4) Priority on the book, at least ini-
tially, would be based first on price and
then on time of entry; no order entered
in the composite book system would re-
ceive precedence based on size;

(5) All limited price orders entered in
the composite book (indicating price and
size) must be capable of retrieval for dis-
play purposes by any broker or dealer
without disclosing the identity of the
broker or customer for whom the order
was entered or of the specialist or mar-
ket maker who entered the order;

(6) Specialists and market makers
must have the ability to achieve execu-
tions against orders contained in the
composite book (by electronic entry) in
the order of priority determined in ac-
cordance with paragraphs (3) and (4);

(7) Immediately after execution
against orders contained in the compos-
ite book, the system must have the capa-
bility of notifying (i) both the specialist
or market maker who entered an order
and the specialist or market maker who
executed against that order that an ex-
ecution has been achieved (identifying
the particular order and the specialist
or market maker) ; or (ii) the specialist
or market maker attempting the execu-
tion that no execution was achieved;

(8) The composite book system must
have real time update capacity for infor-
mation based on entry, cancellation or
execution of an order; and

(9) All limited price orders will be
permitted to be entered in the compos-
ite book and all proposed transactions
will be required to clear the composite
book contemporaneous with execution.

The above list of characteristics is
not intended to be exhaustive, and may
be supplemented prior to the solicitation
of plans. Moreover, persons submitting
plans will be requested to specify the
extent to which existing types of hard-
ware can be adapted for use with the
composite book system in order to reduce
development costs and to provide a
method for periodic evaluation of any
processor selected (and for replacement
of the processor, if necessary) under
specified terms and conditions.

The Commission intends to solicit
comments on the characteristics enu-
merated above (from a regulatory, ef-
ficiency and cost standpoint), the
specifications of any plan for the imple-
mentation of a composite book, the ap-
propriate manner of selecting among
plans and alternative means for achiev-
ing an operational composite book
speedily. Prior to the Commission’s solic-
itation of such comments, however
(which the Commission anticipates will
be announced on or about February 15,
1976), the Commission intends to con-
sult with the National Market Advisory
Board so that the Commission’s request
for comments and other information
will reflect the careful consideration of
the Board.
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Similarly, once plans have been sub-
mitted, it is the Commission’s intention
to evaluate the plans in concert with
the National Market Advisory Board ang
in the light of public comment, and se-
lect and approve a basis for the develop-
ment of the composite book.,’” Any de.
veloper would be expected to construct
and operate the book in accordance with
the plan, subject to Commission over-
sight, and to incur whatever develop-
ment costs are required (recovering
those costs from charges imposed upon
users of the composite book system, once
operational). In evaluating or selecting
any plan for implementation of the
composite book, the Commission will
consider those factors which it deems
necessary for the public interest, the
protection of investors, and the elimi-
nation of impediments to the develop-
ment of a national market system. These
factors will include but not be limited
to, the following: (1) cost of develop-
ment and operation, (2) allocation of
costs and charges, (3) level of charges
for use of the system, (4) capacity of
the system, (5) provision for maximum
use of existing hardware, (6) provision
for (including cost of) compadtibility with
potential competing systems, (7) time
for completion, (8) ease of operation and
maintenance, (9) response time, (10
availability and reliability of back-up
systems, (11) provisions for integrity of
the system, (12) ability to modify or
enhance the system, and (13) extent
to which the system is (or may be made)
readily accessible to all qualified parties
(including market professionals other
than specialists and market makers),

Although the national securities ex-
changes and the NASD will be permitted
to submit plans in conjunction with a
securities information processor, and
plan submitted by, or on behalf of, a
self-regulatory organization, must pro-
vide a means of ensuring that the de-
velopment and operation of the com-
posite book system will not be dominated
or controlled by any market center.”

Concurrently with the Commission’s
announcement of the solicitation of com-
ments adverted to herein, the Commis-
sion also intends to announce a proposed
timetable for implementation of the con-
solidated book. In the Commission’s view,
adherence to a timetable designed fo spur
the speedy development of an operational
composite book is a matter of considera-
ble importance. The failure to make
meaningful progress toward a composite
book would cast doubt on the viability
of a national market system. If the legis-
lative objective of establishing & national
market system is not achievable within
a reasonable period of time, the Com-
mission will seek further to enhance com-
petition as a method of fulfilling the
objectives of the Act.

V. FURTHER STUDY

The Commission has reached the cons
clusions set forth herein on the basis
a review of the provisions of the Act (par:
ticularly the 1975 Amendments) , oral a0
written comments, data and other g;‘
formation most recently made avallable
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in the course of the hearing on the pro-
posed alternative and information which
previously became available to it in the
course of its ongoing regulatory activities.

In adopting Rule 19¢-1, the Commis~
sion has not foreclosed the possibility
that further changes may be necessary
or appropriate after experience with the
rule is gained and analyzed. The Com-
mission will carefully evaluate the imple-
mentation, operation and impact of Rule
19¢-1 in order to assure that the statutory
objectives of the Act are fulfilled.

The Commission has established a
timetable for the gradual implementa-
tion of changes in off-board trading re-
strictions in order to allow broker-dealers
and their customers an opportunity to
adapt to and plan for such changes. The
commission further believes that the
timetable adopted will allow sufficient
opportunity for the newly established
National Market Advisory Board to
formulate and furnish its views to the
Commission as it is mandated to do by
statute. The Commission expects the
Board to work closely with self-regu-
latory bodies and other segments of the
industry to determine the steps it finds
appropriate to facilitate the establish-
ment of a national market system and
to report to the Commission any progress
toward that objective prior to the sched-
uled elimination of all restrictions on
agency transactions. The Commission
will seek information requested by the
Board from the securities indusiry and
intends to provide other support to facili-
tate the Board’s efforts.

VI. ADOPTION OF RULE 19C-1

The Securities and Exchange Commis=
sion hereby adopts Rule 19¢-1 (17 CFR
240.19¢-1), efiective March 31, 1976,
purstant to its authority under the
Securities Exchange Act of 1934, and par-
ticularly sections 2, 3, 6, 11, 114, 17, 19
and 23 thereof.” The Commission finds
that adoption of Rule 19¢-1 is necessary
or appropriate in furtherance of the pur-
poses of the Act, and in order to conform
the rules of national securities exchanges
to the requirements of the Act. The Com-
mission further finds, for the reasons ex-
pressed in this release, that Rule 19¢-1
does not impose any burden on competi-
tion not necessary or appropriate in fur-
therance of the purposes of the Act.

Rule 19¢-1 provides that, on and after
March 31, 1976, the rules of each na-
tional securities exchange shall provide
that no rule, stated policy or practice of
that exchange shall prohibit or condi-
tion, or be construed to prohibit, condi-
tion or otherwise limit, directly or indi-
rectly, the ability of any member act-
ing as agent to effect transactions on
any other exchange or over-the-counter
with a third market maker or nonmem-
ber block positioner in any equity secu-
fity which is listed on that exchange or
o which unlisted trading privileges on
that exchange have been extended (“ex-
change securities”) .

The rule also provides that, notwith-
standing the above prohibition, national
Securities exchanges may (but are not
\
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required to) maintain certain limited
restriction on off-board agency trans-
actions until January 2, 1977. Thus,
Rule 19¢-1 permits national securities
exchanges to adopt, and maintain in ef-
fect until January 2, 1977, rules which
assure that, either immediately before,
simultaneously with or immediately
after execution of a transaction in any
exchange security over-the-counter with
a third market maker or nonmember
block positioner, public bids or offers en-
tered on the specialist’s book, or any
other limit order mechanism, as limited
price orders at prices equal to or better
than the transaction price are satisfied.

The rule does not specify the manner
in which limit orders on the specialist’s
book must be satisfied, and thus permits
satisfaction on such orders either by the
specialist in the security (acting as
dealer) or by the broker effecting the
off-board  transaction (acting as
agent) ™ An exchange may require that
satisfaction of limit orders must be
achieved in a particular manner. How-
ever, in the case of regional exchanges,
the Commission anticipates, in accord-
ance with their traditional practice of
affording primary market protections
that until a consolidated book is opera-
tional such exchanges will require that
limit orders on the book be filled by the
specialist in that security.

In addition to permitting exchanges to
specily the manner in which limit orders
on the specialist's book are to be satis-
fied in connection with an off-board
agency transaction, Rule 19¢-1 also per-
mits an exchange to require that such
limit orders be satisfied at the transac-
tion price rather than the limit price.
This optional “gapping” provision is pro-
vided to permit exchanges to vary their
treatment of public limit orders under
circumstances consistent with the pur-
poses of Rule 19¢-1, the public interest
and the protection of investors.

In view of our determination to adopt
Rule 19¢c-1 the Commission hereby with-
draws proposed Rules 19¢-1TAJ], 19¢c-1
[B1 and 19¢-1[C]. With respect to the
Market Responsibility Rule filed by the
NYSE during the course of the proceed-
ing to replace NYSE Rule 394, the
Commission, by separate order, has dis-
approved that rule in accordance with
section 19(b) (2) of the Act.

17 CFR Part 240 is amended by adding
2 new §240.19c-1, effective March 31,
1876, to read as follows:

§ 240.19¢-1 Governing Off-Board Trad-
ing by Members of National Secur-
ities Exchanges.

The rules of each national securities
exchange shall provide, after March 30,
1976, as follows:

(a) Except as hereinafter provided by
this rule, no rule, stated policy or prac-
tice of this exchange shall prohibit or
condition, or be construed to prohibit,
condition or otherwise limit, directly or
indirectly, the ability of any member
acting as agent to effect transactions on
any other exchange or over-the-counter
with a third market maker or nonmem-
ber block positioner in any equity secu-~
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rity which is listed on the exchange or
to which unlisted trading privileges on
the exchange have been extended (“ex-
change securities”).

(b) Beginning March 31, 1976, and
ending January 2, 1977, the provisions
of paragraph (a) of this section shall not
apply to a rule of this exchange approved
by the Securities and Exchange Commis-
sion pursuant to section 19(b) (2) of the
Act which assures that, either immedi-
ately before, simultaneously with or im-
mediately after execution of a transac-
tion in any exchange security over-the-
counter with a third market maker or
nonmember block positioner, public bids
or offers entered on the specialist’s book,
or on any other limit order mechanism
on such exchange, as limited price orders
at prices equal to or better than the
transaction price (“limit orders”) are
satisfied at the limit prices bid or offered:
Provided, however, That such limit or-
ders may be required to be satisfied at
the transaction price under circum-
stances consistent with the purposes of
this rule, the public interest and the pro-
tection of investors.

(c) For purposes of this rule:

(1) The term “third market maker”
shall mean a “market maker” as defined
in Rule 15¢3-1(c)(8) (§240.15¢3-1(¢)
(8)) under the Act, who makes markets
over-the-counter in exchange securi-
ties and who maintains the minimum
net capital required of a market maker
by Rule 15¢3-1 (§ 240.15¢3-1) under the
Act.

(2) The term “nonmember block posi=-
tioner” shall mean a “block positioner”
as defined in Rule 17a-17 (§ 240.17a-17)
under the Act which is not a member of
this exchange.

(Secs. 2, 3, 6, 11, 17, 19, 23, Pub. L. 73-201,
48 Stat. 881, 882, 885, 891, 897, 901 (15 U.S.C.
78b, 78c, 78f, 78k, 78g, 78s, 78w): Sec. T,
Pub. L, 94-29, 89 Stat. 111 (15 U.8.C. 78k-1) )

Effective date. This amendment to Part
240 becomes effective on March 31, 1976.

By the Commission.

[sEAL] GEORGE A. T, ITZSIMMONS,
Secretary.
DeceEMEBER 19, 1975.

FOOTNOTES

! Pub. L. 73-201, 48 Stat. 881 (15 U.8.0. 78)
(“Act'"), and particularly Secs. 2, 3, 6, 11, 17,
19, 28, Pub. L. 73-291, 48 Stat. 881, 882, 885,
891, 897, 901 (15 U.S.C. 78b, 78¢, 781, 78k, 784,
78s, 78w) thereof; Sec. 7, Pub. L, 94-29, 89
Stat. 111 (15 U.S.C. 78k-1).

28EC, “Report of the Securities and Ex-
change Commission on Rules of National
Securities Exchange Which Limit or Condi-
tion the Ability of Members to Effect Trans-
actions Otherwise than on Such Exchanges"
(September 2, 1975) (“September Report”).

#Securities Exchange Act Release No. 11628
at 3, 42 (September 2, 1975). (“Release No.
11628").

¢ Section 11A(c) (4) (A) of the Act,

% Pub. L. 84-29, 89 Stat. 87 (amending 18
US.C. 18).

¢ Committee of Conference, Conference Re-
port to Accompany S. 249, H, Rep. No. 94-229,
94th Cong., 1st Sess. 85 (19756) (“Conference
Report”).

“ Sectlon 19(c) of the Act.

® Release No, 11628, supra note 3, at 3.
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» Id, at 46-50.

0Jd.at 3.

11 Id. at 58. In response to that request, the
Commission received over 335 pages of writ-
ten comments from 160 individuals associ-
ated with the securities industry, academic
institutions, government agencies, and the
public, and several hundred letters of com-
ment from executives of listed companies. In
addition, In response to an earlier request
for comment, the Commission received 310
pages of written analysis from over 161 com=-
mentators. See Securities Exchange Act Re-
lease No. 11521 (July 2, 1975).

13 “Tn the Matter of Rules of National Se-
curities Exchanges Which Limit or Condition
the Ability of Members to Effect Transactions
Otherwise than on Such Exchanges,” Com-
mission File No. 4-180 (1975) (“Proceeding
Transcript’). During the course of the hear-
ings, the Commission received testimony
from 63 individuals representing the follow-
ing 19 institutions and organizations: Asso-
ciation for the Preservation of the Auction
Market (“APAM"), Source Securities Corpo-
ration (“Source Securities”), Stockholders
of America, Inc. (“SOA”), Pacific Stock Ex-
change, Inc. (“PSE"), Merrill Lynch, Plerce,
Fenner & Smith, Incorporated (“Merrill
Lynch”), INA Corporation (“INA"), Weeden
& Company, Incorporated (“Morgan Stan-
ley''), National Association of Investment
Clubs (“NAIC”) Ad Hoc Committee of Re-
gional Firms (“Ad Hoc Committee"), Boston
Stock Exchange (“BSE”), U.S. Department
of the Treasury (‘“Treasury”), Securities In-
dustry Assoclation (“SIA”), American Stock
Exchange, Inc. (“MSE”), New York Stock
Exchange, Inc. (“NYSE"”), The City of New
York (“NYC”), Oppenheimer & Co., Inc.
(“Oppenheimer”), and Sherman, Dean & Co.
(“Sherman Dean"). In excess of 1400 pages
of testimony were recorded and the Commis~-
sion received over two hundred pages of ad-
ditional exhibits supplementing that testi-
mony.

1 See, e.g., “In the Matter of Commission
Rate Structure of Registered National Securi-
ties Exchanges,” Commission File No. 4-144
(1968-1971); “In the Matter of the Struce
ture, Operation and Regulation of the Se-
curities Markets,” Commission File No. 4-147
(1971); “In the Matter of Commission Rate
Schedules of Registered National Securities
Exchanges,” Commission File No. 4-167
(1973); “In the Matter of Intra-Member
Commission Rate Schedules of Registered
National Securities Exchanges,” Commission
File No. 4-171 (1974); “In the Matter of
Brokerage Practices,” Commission File No.
4-172 (1974): “In the Matter of Commission
Rate Schedules of Registered National Se-
curities Exchanges,” Commission File No. 4-
174 (1974).

1 E.g., SEC, “Staff Report: Rule 394" (1965),
reprinted in 6 “Study of the Securities In-
dustry, Hearings Before the Subcommittee on
Commerce and Finance of the House Com-
mittee on Interstate and Foreign Commerce,”
H.R. Serial No, 92-37e, 92d Cong., 2d Sess.,
pt. 6, at 3293-3372 (1972) ; SEC, “Institutional
Investor Study Report,” HR. Doc. No, 92-64,
92d Cong., 1st Sess. (1971); “Statement of
the SEC on the Future Structure of the Se-
curities Markets,” Securities Exchange Act
Release No. 9484 (February 2, 1972) (“Future
Structure Statement'); “Report to the SEC
by the Advisory Committeee on Market Dis-
closure on a Composite Transaction Report-
ing System” (July 17, 1972); “Report to the
SEC by the Advisory Committee on Block
Transactions” (August 7, 1972); “Interim
Report of the Advisory Committee on a Cen-
tral Market System to the SEC on Regula-
tion Needed to Implement a Composite
Transaction Reporting System” (October 11,
1972); “Report to the SEC by the Advisory
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Committee on a Central Market System”
(March 6, 1973); SEC, “Policy Statement on
the Structure of a Central Market System,"”
Securities Exchange Act Release No. 10076
(March 29, 1978) (“Policy Statement”); “Pre-~
liminary Statement of the Advisory Commit-
tee on the Implementation of & Central Mar-
ket System to the Securities and Exchange
Act Release No. 11131 (December 11, 1974);
Securities and Exchange Commission Ad-
visory Committee on the Implementation of
a Central Market System, “Summary Report”
(July 17, 1975) .

it Release No. 11628, supra note 3, at 4.

17 CFR 240.19b-1.

1 Release No. 11628, supra note 3, at 5, 6.
Amendments to Rule 394(b) were proposed
by the NYSE on October 4, 1974, pursuant to
17 CFR 17a-8 under the Act. The proposed
amendments were described in the Septem-
ber Report, supra note 2, at 6, 7 and in Ap-
pendix A at A-4-20. No action was taken
on these amendments and the NYSE did not
refile them pursuant to section 19(b) of the
Act and 17 CFR 19b-4 thereunder.

35 For a more extensive discussion of exist-
ing exchange off-board trading rules, see Ap-
pendices A and C of the September Report,
supra note 2, and Release No. 11628, supra
note 3, at 4-14.

¥ Five regional exchanges permit over-the-
counter market makers to become members
and act as alternate specialists while con-
tinuing their over-the-counter market mak-
ing activities. See Appendix O of the Septem-
ber Report, supra note 2, at C-20-29, Example
of categories of exempted transactions are:
transactions in certain guaranteed and pre-
ferred securities, exchange approved speclal-
ist purchases and sales, foreign transactions,
sales of restricted securities (l.e., those whose
transferability is limited by the Securities
Act of 1933), charitable trades, trades to cor-
rect errors, transactions in securities in which
trading on the exchange has been suspended,
purchases prior to special unregistered offer-
ings and exchange distributions, and unreg-
istered secondary distribution sales,

* Brokers and dealers which are not mem-
bers of any exchange may effect transactions
as principal or agent freely in any market
(including the third market) since they are
not subject to exchange off-board trading
rules. When executing a transaction on an
exchange, of course, such a broker or dealer
must negotiate access to that market In
terms of any commission required by a mem-
ber of that exchange as a fee for effecting an
exchange execution; nonmember brokers and
dealers may not effect transactions directly
on an exchange without employing the serv-
ices of an exchange member.

*t See September Report, supra note 2, at
23, 27,

= See text accompanying note 92, infra.

= See text accompanying notes 94-97, infra,

“ Senate Committee on Banking, Housing
and Urban Affairs, “Report to Accompany
S. 249" S. Rep. No. 94-75, 94th Cong., 1st
Sess, 13 (1975) (“S. 249 Report’). Accord,
House Committee on Interstate and Foreign
Commerce, "Report to Accompany H.R, 4111,
H.R. Rep. No. 94-123, 94th Cong., 1st Sess.
49 (1975) (“H.R. 4111 Report”).

= 8. 249 Report, supra note 24, at 13. See,
e.g., Sections 6(b)(8), 19(b), 18(c), 19(e),
19(f) and 23(a) of the Act.

%8, 249 Report, supra note 24, at 7.

7 1d. at 8.

= Section 11A(a) (2) of the Act.

™ Section 11A(a)(1) of the Act. Specifi-
cally, Congress determined that the securities
markets are an important national asset to
be preserved and strengthened; that new
data processing and communications systems
create the opportunity for more eflicient and
effective markets; that 1t is in the public

interest to assure (i) economically efficient
mechanisms for the execution of transac-
tions; (i) fair competition among brokers
and dealers, among markets and between
exchange markets and over-the-counter mar.
kets; (iii) the avallability of Information
with respect to quotations for, and transac-
tions in, securities; (iv) the practicability
of brokers executing investors’' orders in the
best market; and (v) an opportunity for in-
vestor orders to be executed without the
participation of a dealer, so long as such
opportunity would be consistent with clauses
(i) and (iv); and that the linking of al
markets for qualified securities through com-
munications and data processing facilities
will foster efficiency, enhance competition,
increase the information available to brokers
dealers and Investors, facllitate the off-set-
ting of customers' orders and contribute ta
t'e best execution of such orders,

S, 249 Report, supra note 24, at 8-9. In
this regard, the S. 249 Report stated: (At
this state of marret development and tech-
nological Innovation the Committee believes
it is best to allow maximum flexibility In
working out specific details. For these rea-
sons, the Committee det*rmined it essential
that the Commission be granted broad, dis-
cretionary powers to oversee the development
of a national market system and to imple-
ment its specific components in accordance
with the findings and to carry out the objec-
tives set forth in the bill. Td. at 7.

“1Id. at 8. Similarly, the HR. 4111 Report
stated: The bill does not attempt to give
definition to a national market system. Nor
is it either feasible or desirable /sic/ for the
Commission or any other agency of the gov-
ernment to predetermine and require a par-
ticular structure. Instead, the Commission
Is directed to act to modify the structurs
as it evolves throurh the Ingenuity and re-
sponse of the marketplace to the extent
that changes cccur that are found inconsist-
ent with the public Interest. Nevertheless
this bill does define certain goals and prin-
ciples to serve as a puide to the industry
and to the Commis=ion in this evolutionary
process. These goals * * * embrace the prin-
ciples of comvpetition in which all buying
and selling interests are able to participate
and be represented. The cbjective is to en-
hance competition and to allow economic
forces, interacting within a fair regulatory
field, to arrlve at anpropnriate variations of
practices and services, Neither the markets
themselves nor the bro'er-dealer participant
/sic/ In these markets should be forced into
a single mold. Market centers should com-
pete and evolve according to their own natu-
ral genius and all actions to compel unifor-
mity must be measured and Jjustified as nec-
essary to accomplish the sallent purposes of
the Securities Exchange Act, assure the
maintenance of fair and orderly markets and
to provide price protection for the orders of
investors. H.R. 4111 Report, supra note 24, at
50-51.

* Section 11A(d) (1) of the Act. The Na-
tional Market Advicory Board was establiched
on September 30, 1975.

“ Section 11A(d)(3)(A) of the Act.

¥ Section 11A(d) (2) of the Act.

% Sections 6(b) (5), 11A(a)(1)(C)
(a) (2) and 15A(b) (6) of the Act.

» Section 11A(a) (1) (C) and 11A(a)(2) of
the Act.

7 Sections 2, 6(b) (5) and 15A(b) (6) of the
Act.

% Section 11A(a) (1) (c) (ii) of the Aci

™ Sections 6(b) (5) and 15A(b)(6) of the
Act.
_ “8ection 11A(a) (1) (C) (ly) of the Act
s Section 11A(a) (1) (C) (1) of the Act.

“ Section 11A(a)(1)(C)(v) of the Act
55, 249 Report, supra note 24, at 8.
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u1d, at 13,

« Sections 6(b) (5), 11A(a) (1) (C), 11A(a)
(2) and 15A(Db) (6) of the Act.

“See 2 SEC, "Special Study of Securities
Markets,” H.R. Doc. No. 95, 88th Cong., 1st
Sess. 14 (1963) ("Special Study"), which
states: “Fair"” and “honest” presumably en-
compass the notion of freedom from manip-
ulative and deceptive practices of all kinds
and may be regarded as positive expressions
of the Act's ban on such practices, acts and
devices. “Falr" also presumably implies, es-
pecially In the several references to “fair deal-
ing" and also the reference to “unfair dis-
crimination between customers of issuers, or
brokers or dealers,” that there be no undue
advantage or preference among participants
in the marketplace, {.e., that there be no un-
necessary discrimination in opportunity or
treatment or In access to facilities or infor-
mation. As among participants within any
properly recognized category those making
simllar uses of, contributions to, and de-
mands upon the market facilities—discrimi-
nation would oe altogether unacceptable. As
between different categories—where different
uses, contributions, or demands might ap-
propriately be recognized—differences in op-
portunity and treatment would be held to
the absolute minimum consistent with the
recognized differences. Tn short, a market
which permitted any unwarranted discrimi-
nations would not be considered ‘‘falr” in the
fullest sense. [Footnotes omitted.|

“"Orderly"” presumably implies efficiency
and economy of operations, but also embraces
concepts of regularity and reliability of op-
eration—“a market which does not ‘fold
up’ when the pressure on dealers becomes
“too heavy” and the concept of avoidance
of wide price swings within relatively short
spans of time. In the sense of efficiency,
“orderly” might include the degree of as~
surance, through available market mecha-
nisms, that the highest bidders and lowest
offerors do not miss each other to the dis-
advantage of both. In the sense of avoidance
of wide price swings, “orderly” shades into
and perhaps encompasses the concept of
“continuity,” discussed below; but whereas
the latter term puts emphasis on price con-
stancy from transaction to transaction, “or-
derly” may also imply constancy over periods
of days or weeks, i.e., a degree of stability.
However, neither of these latter concepts is
explicitly set forth in the statute, as a defini-
tion of “orderly” or otherwise. [Footnote
omitted.] Id. at 15.

“ Section 2 of the Act.

" See e.g., Sections 6(b) (5) and 15A(b) (6)
of the Act.

“See Securities Exchange Act Release No.
11815 (November 10, 1975), 40 F.R. 53085 No-
vember 14, 1975) .

“The provisions of the proposed MRR
Would not have applied to any of the follow-
ing transactions:

(1) Any transaction which is part of a
Primary distribution by an iscuer, or a reg-
Istered or unregistered secondary distribu-
tion, effected off the Floor of the Exchange;

(1) Any transaction made in reliance on
Sectlon 4(2) of the Securities Act of 1933;

(i) Any trade at a price unrelated to the
furrent market for the security to correct an
érror or to enable the seller to make a gift;

Hf v) Any transaction pursuant to a tender
oifer;

(V) Any purchase or sale of securities ef-
fected upon the exercise of an option pursu-
nt to the terms thereof or the exercise of
4ny other right to acquire securities at a
Dre-established consideration unrelated to
the current market for such securities;

(vl) Any purchase or sale of any security,
trading in which has been suspended by the

Exchange pending review of the listing status
of such security;
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(vil) The acquisition of securities by a
member organization as principal in antici-
pation of making an immediate special offer-
ing of exchange distribution on the Exchange
under Rule 391 or Rule 392;

(vill) Any purchase or sale of any of the
guaranteed or preferred stocks included
within the listing of such stocks as may from
time to time be issued by the Exchange:
Provided, however, That every proposed
transaction in any such security by a mem-
ber, member organization or affiliated per-
son should be reviewed in light of factors
involved, including the market on the Floor
of the Exchange, the price and the size so
that whenever possible the transaction may
be effected on the Floor; and

(Ix) Any other purchase or sale of any
security under extraordinary or emergency
condltions which receives the prior approval
of the Exchange. Id.

™ Proceeding Transcript, supra note 12, at
26 (APAM) passim,

= Id. at 767 passim (SIA).

™ Id. at 944 passim (MSE).

% See September Report, supra note 2, at
16-20 and Appendix C thereto,

¥ See Proceeding Transcript, supra note 12,
at 18-20 (APAM). See also Comments of the
United States Department of Justice in the
Matter of Proposals to Amend or Abrogate
Off-Board Trading Rules of National Securl-
tles Exchanges (November 10, 1975), Com-
mission File No. 4-180 (1975) (“Justice
Comments"),

5117 CFR 240.17a-15.

™ See, e.g., Policy Statement, supra note
14, at 4243,

“ Proceeding Transcript, supra note 12, at
122 (Source Securities); and at 420, 464-65
(Weeden). See also Exhibit 4 to the Testi-
mony of Weeden & Co., Memorandum on a
Comparison of Third Market Transaction
Prices with New York Stock Exchange Quota-
tion Prices, Introduced during the October
Hearings.

% Proceeding Transcript, supra note 12, at
1120( NYSE); cf, id. at 718 (Treasury).

“1d. at 420 (Weeden),

“See 17 CFR 240.11b-1, NYSE Rule 104
and Amex Rule 170.

“ Proceeding Transcript, supra note 12, at
531 (Morgan Stanley).

“Id. at 122 (Source Securities); and at
420 (Weeden).

“Cf. 1d. at 414, 451-54, 486 (Weeden), and
Justice Comments, supra note 56, at 18,
Contra, Proceeding Transcript, supra note
12, at 195 (PSE); at 971 (MSE); and at 1099
(NYSE).

% Proceeding Transcript, supra note 12, at
42-43, 70-71 (APAM); at 270, 330-31 (Mer-
rill Lynch); at 373 (INA); at 762 (SIA);
at 869 (Amex); and at 1095, 1139 (NYSE).

“Id., at 15, 81-82 (APAM); at 165 (SOA);
at 270a-71a, 830 (Merrill Lynch); at 372,
392-93 (INA); at 517, 550 (Morgan Stanley) ;
at 659-60, 668-70, 683 (BSE); at 762-63
(SIA); and at 1084, 1095-97, 1139, 1140
(NYSE).

*“1Id. at 12 (APAM); at 161-66 (SOA): at
391-92 (INA); at 561 (NAIC): at 764 (S1A);
and at 976-79 (MSE) .

®1Id. at 20-21 (APAM); at 391-92 (INA); at
79193 (SIA); at 904 (Amex); and at 976-79
(MSE).

Id. at 22-23, 83 (APAM); at 271a, 202,
320-80 (Merrill Lynch); at 561 (NAIC); at
762-65, 815 (SIA); at 830, 847 (Amex); at
1086-87 (NYSE). Contra, Id. at 505-08
(Weeden).

"1d. at 518 (Morgan Stanley); at 606, 624,
640 (Ad Hoc Committee); and at 763 (SIA).

™ See notes 67-69 supra.

“In re Rules of the New York Stock Ex-

change, 10 SEC 270 (1941).
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" An exception would be competition for
large block transactions, where it is ac-
knowledged that well-capitalized firms have a
distinct advantage over firms of lesser finan-
cial means because of their ability to “posi-
tion" portions of blocks for their own ac-
counts when necessary to complete block
trades,

% 'This Is so even If it is assumed that sub-
stantial order centralizatior and existing
mechanisms for equalizing brokerage oppor-
tunities are attributable to those rules.

" Sporadic off-board principal trades by
exchange members either to “position” a
portion of a block or to acquire or dispose
of an investment position would not appear
to confribute materially to market fragmen-
tation.

“TSuch protection might be afforded, for
example, by prohibiting market makers from
dealing directly (instead of through a
broker) with non-professional, non-institu-
tional customers, or by requiring the prices
at which transactions with such customers
are effected to be no'less favorable than those
which the firm knew or ought to have known
could have been obtained for those customers
if the firm had been acting in an agency
capacity. See September Report, supra note
21, at 34-35.

™ See Section 11A(a) (1) (C) of the Act.

™ See Section 11A(a) (1) (C) (i1) of the Act.

" See Sectlons 11A(a) (1) (C) (ili)~(iv) of
the Act.

* See Section 11A(a) (1) (C) (v) of the Act.
Such an opportunity, of course, presently
exists by means of the specialist’s limit order
book.

5 See text accompanying notes 155-172,
infra,

* An example 1s Rule 11b~1 under the Act
(17 CFR 240.11b-1) (affecting only “primary"
exchange specialists because over-the-
counter market makers are not covered by
the Rule), and rules of certaln exchanges
(such as NYSE Rule 104 and Amex Rule 170).

“NYSE Rule 113. See Policy Statement,
supra note 14 at 42-46 and the September
Report, supra note 2, at 20.

% NYSE Rule 104. d

# Cf. Chicago Board Options Exchange,
Rule 8.7.

“ Examples are so-called “negative obliga-
tions,” which prohibit certain specialist pur-
chases from or sales to his limit order book,
which bar specialists from dealing regularly
in a destabllizing manner, and which prevent
these specialists from dominating trading,

% See text accompanying notes 155-172,
infra.

" The National Market Advisory Board
("“NMAB") was established on September
30, 1975, pursuant to Section 11A(d) (1) of
the Act.

" See text accompanying note 154, infra.

" The Commission wishes to stress that all
of the arguments presented at the October
Hearings and by commentators in favor of
preserving exchange off-board trading rules
governing principal transactions were ad-
dressed solely to the potential adverse con-
sequences of permitting members to engage
in round-lot transactions (particularly as
market makers) In the over-the-counter
market. The Commission's agreement with
certain of the concerns expressed, to the
extent Indicated above, Is confined to such
transactions. Thus, for example, the reasons
which have persuaded the Commission to
permit, for the present time, retention of
exchange rules barring members from ef-
fecting round-lot transactions in exchange-
listed securities over-the-counter have no ap-
plication to off-board transactions in odd-
lots. Any construction of existing off-board

trading rules which would prevent exchange
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members from effecting odd-lot transactions
in exchange-listed securities off-board would
represent the imposition of burdens on com-

petition which cannot be justified by refer-

ence to the purposes of the Act.

# Such rules, as a prerequisite to consum-
mation of an over-the-counter agency trans-
action, either require exchange members to
obtain permission from the exchange (e.g.,
PEW Rule 132, which also requires a “bona
fide effort to effect transactions on the Ex-
change”) or compel exchange members to
follow procedures of sufficient difficulty to
inhibit them from attempting such execu-
tions (e.g., NYSE Rule 394(b), requiring
compliance with elaborate and time-con-
suming procedures). See September Report,
supra note 2, at 23-24.

wJd. at 2, 23. A complete description of
exchange off-board trading rules affecting
agency transactions s set forth in the Sep~
tember Report at 2-10. The ways in which
those rules function are discussed in Appen-
dices A and C to the September Report. _

w Id. at 38. Contra, Proceeding Transcript,
supra note 12, at 178 (SOA); at 873 (INA);
and at 7687 (SIA). Of course, any mechanism
for displacement of certain orders by others
(e.g., by requiring satisfaction of public limit
orders entered in a central electronic Umit
order repository) would have the effect of
subordinating the interest of certain cus-
tomers to those of others; but a national
mechanism to perform this function would
not have the effect of preventing brokers,
as a practical matter, from seeking the most
favorable executions available in any market
center.

% September Report, supra note 2, at 6-10.
See also Appendix C thereto.

% Id. at 6-10 and Appendix C thereto, at
C-13-14, 17, 19.

wId. at 6-10 and Appendix C thereto, at
C-21-29.

% See Proceeding Transcript, supra note
12.

“Td.

o See September Report, supra note 2, at
22, and Appendix C thereto, at C-18; Pro-
ceeding Transcript, supra note 12, at 675
(BSE); at 742 (Treasury); at 785, 804-07
(SIA); at 1032-83 (MSE); and at 1354, 1362
(Oppenheimer).

m Proceeding ‘Transcript, supra note 12,
at 233 (PSE); at 695 (BSE); at 742 (Treas-
ury); at 900 (Amex); at 1046-47 (MSE); at
1409 (Oppenheimer); and at Exhibit 2 to
the Testimony by Merrill Lynch at 30-31,
Commission File No. 4-180 (1975).

w2 For discussion of certain rules intro-
duced during the course of the October Hear-
ings, see text accompanying notes B50-54,
supra.

s Id, See Proceeding Transcript, supra
note 12, at 27, 56-57, 100, 102-03, 105-06
(APAM); at 945-52, 962-64 (MSE); and at
1113-14 passim (NYSE).

wId. .

s See generally September Report, supra
note 2, and Appendix B thereto.

W Id.

w7 Proceeding Transcript, supra, note 12,
at 372 (INA); at 820-31 (Amex): at 558
(NAIC); and at 1092, 1204 (NYSE). Cf. id. at
942-43 (MSE).

s See September Report, supra note 2, at
19, 23 and Appendix C thereto to C-20-29,
for a discussion of rules of various regional
exchanges which permit over-the-counter
market makers to become members and make
markets on those exchanges while continu-
ing to make markets over-the-counter; Pro-
ceeding Transcript, supra note 12, at 18, 56
(APAM); at 235 (PSE); and at 828, 938-39
(Amex). Cf. 1d. at 419-20 (Weeden); at 666
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(BSE); at 536-387 (Morgan Stanley); at 236
(PSE); and at 343 (Merrill Lynch).

1 Proceeding Transcript, supra note 12,
at 147 (Source Securities); at 343 (Merrill
Lynch); at 828, 843 (Amex); at 1095, 1130-31
(NYSE); and at 1433-34 (Oppenheimer).

u September Report, supra note 2, at 23.

1 To a certain extent, of course, this also
would be true of over-the-counter execu-
tions, but the comparative efliciency of over-
the-counter executions, at least for some
firms, would appear to encourage brokers
to consider a direct third market execution
in cases where they would not consider a
regional exchange execution.

u: Proceeding Transcript, supra note 12,
at 587-88, 591 (NAIC); and at 423-24
(Weeden).

ua September Report, supra note 2, at 25.

usId, Proceeding Transcript, supra note
12, at 769-70, 778 (SIA); and at 1021-23
(MSE).

15 September Report, supra note 2, at 25,

10 See Release No. 11628, supra note 3, at
27. Proceeding Transcript, supra note 12, at
1026 (MSE).

17 Proceeding Transeript, supra note 12, at
342-43, 354 (Merrill Lynch). Cf. id. at 440-41
(Weeden).

s September Report, supra note 2, at
24-26.

urgee Sections 11A(a) (1) (C) (1)—(iv) of
the Act.

=0 Proceeding Transcript, supra note 12,
at 39-41, 90 (APAM); at 829, 834, 848 and
869 (Amex); at 372,374 (INA); at 165 (SOA);
at 191-92 (PSE); at 659, 684-85 (BSE); at
202 (Merrill Lynch); at 763-66 (SIA); and
at 533-34, 549 (Morgan Stanley). Contra,
id. at 111 (Source Securities); and at 420, 443
(Weeden).

T4, at 723-24 (Treasury); and at 820
(SIA).

22 T1d. at 310-11, 342-43 (Merrill Lynch); at
BT0 (NAIC); at 796, 804-07, 819-20 (SIA); at
723-24 (Treasury); at 829 (Amex); at 239
(PSE); and at 1200-02 (NYSE). Cf. Justice
Comments, supra note 56, at 15.

1= Proceeding Transeript, supra note 12, at
84-85 (APAM); and at 34344 (Merrill
Lynch).

1M See generally Policy Statement, supra
note 14, and the Future Structure Statement,
supra note 14.

3% See discussion of off-board trading rules
governing principal transactions, supra In
text accompanying notes 55-91.

imThe NYSE testified that In 1970, ap-
proximately 825% of all transactions In
NYSE-listed securities were effected on the
NYSE, 11.1% were effected on the regionals
and 6.3% were effected in the third market.
In 1975, these figures were 85%, 10.7% and
43% respectively. Proceeding Transcript,
supra note 12, at 1137 (NYSE). -

The Amex testified that approximately
97% of all transactions In Amex-listed
securities were effected on the Amex, 1% %
on regional exchanges and 14 % In the third
market, Id. at 876-77 (Amex).

=7 Cf, id. 319 (Merrill Lynch); and 2 Special
Study, supra note 46, at 941.

i Orders of block size generally are ar-
ranged "upstairs” by block trading firms at a
negotiated price; consequently, the physical
location where the order is executed would
not appear to be of particular importance for
such orders.

12 Proceeding Transcript, supra note 12, at
306 (Merrill Lynch); and at 804-07, 820
(SIA).

mId, at 310-11, 342-43 (Merrill Lynch); at
570 (NAIC); at 796, 804-07, 819-21 (SIA); at
723-24 (Treasury); at 829 (Amex); at 239
(PSE); and at 1200-02, 1240, 1267-69, 1273
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(NYSE). See Justice Comments, supra note
56.

m See, e.g., Policy Statement, supra note 14,
at 46-48, 57-58, and 63-64.

13 Tt appears to the Commission that les-
ser standards for such executions (eg., last
sale on the NYSE) could present significant
problems in terms of the fiduciary obliga-
tions of firms attempting In-house crossing
of agency orders, particularly with respect to
disclosures of the potential disadvantages of
an in-house execution program.

s See, e.g., Section 16(c) (5) of the Act.

1% See text accompanying notes 20-22,
supra.

5 This might result, for example, from the
greater efficiency in effecting a transaction
directly with an over-the-counter market
maker rather than meeting him on a regional
exchange.

1 In this regard the Commission notes that
the Pacific Stock Exchange testified that the
market maker on their exchange with the
largest share volume was an over-the-
counter market maker. Proceeding Tran-
script, supra note 12, at 236 (PSE).

3 Proceeding Transcript, supra note 12, at
194 (PSE): at 668, 706 (BSE); and at 447,
486 (Weeden).

15 Td, at 20-22, 82 (APAM); at 194 (PSE);
at 292, 362-65 (Merrill Lynch); at 374 (INA):
at 669-60 (BSE); at 764 (STA); and at 1084,
1140 (NYSE). Contra, Justice Comments,
supra note 56, at 20.

1@ Poliry Statement, supra note 14, at 3!
32; 2 Special Study, supra note 46, at 908-09,

w0 See text accompanying notes 88-80,
supra.

ut Contra, Proceeding Transeript, supra
note 12, at 190-91 (PSE); at 308-09 (Merrill
Lynch); at 558 (NATC):; at 708 (BSE); at
762-65 (STA); at 834, 867, 878-79 (Amex);
and at 1097 (NYSE).

s Td, at 86, 49, 91-95 (APAM); and at 716-
17 (Treasury). See Exhibit T to the Testimony
of the NYSE at the October Hearings, Com-
mission File No. 4-180 (1975).

1 Proceeding Transeript, supra note 12, at
15 passim (APAM): at 192 (PSE); at 270
(Merrill Lynch); at 891-92 (INA); at 518-19,
525-26 (Morgan Stanley); at 659, 685 (BSE);
at 715-18 (Treasury); at 762-65 (SIA); at
834 (Amex), and at 1110-11 (NYSE). Contra,
Exhibit V to the Testimony of Weeden at the
October Hearings, Commission File No. 4-
180 (1875).

1 See Proceeding Transcript, supra note
12, at 217-18 (PSE).

15 Thus, for example, the Senate Banking
Housing and Urban Affairs Committee con-
cluded that: A healthy, highly competitive
system of market makers is essential to an
efficient national market system. Investiga-
tions by the Committee have adequately
demonstrated that In our Increasingly com-
plex and Institutional markets a single spe-
cialist, regardless of the regulation and ex-
hortation to which he is subject, cannof
provide adequate lquidity and continuity
t- the market for a security. To assure thal
our markets are able to serve the needs of
both individual and institutional Investors,
the Committee believes many types of mar-
ket makers are necessary and that encourage-
ment should be given to all dealers to make
simultaneous competing markets within the
new national system. S. 240 Report, sup™
note 24, at 14,

wi See e.g., Proceeding Transcript, suprd
note 12, at 270 (Merrill Lynch): &t 561
(NAIC); at 678-79 (BSE); and at 945-68
(MSE).

1! See Policy Statement, supra note 14, at
16-18.

us Proceeding Transcript, supra note 12,
at 86-87 (APAM); at 115 (Source Securities);
at 185-86 (PSB); at 270 passim (Merril
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Lynch); at 523-24, 534 (Morgan Stanley);
at 675, 680 (BSE); at 7569, 764-69 (SIA); at
830 (Amex); at 1017 passim (MSE); and at
1107-08 (NYSE). Cf. Justice Comments, su~
pra note 56, at 20.

w It also has been argued that abrogation
of exchange rules governing agency transac-
tions would permit the in-house crossing of
small orders by large retall firms, and that
the Initlation of such actlvity would result
in the same kind of fragmentation of the
markets discussed supra in connection with
continuous “‘upstairs” round-lot market
making. The Commission, however, does not
pellieve this (Footnote continued on follow-
ing page) development will occur since there
appears to be little possibility that in-house
crossing of small agency orders will offer cost
savings of sufficient size to offset the difficul-
tles and legal risks Inherent in “bunching”
or queuing market orders in-house and the
costs of reprogramming automatic order
routing systems to perform this function.
Uniike “upstalrs’ market making, in-house
crossing of agency orders would not afford
profits from a “jobber’'s turn.”

% Proceeding Transcript, supra note 12, at
T24 (Treasury) at 456-57 (Weeden): at 750,
766-67 (SIA); and at 944-45, 958 (MSE). Cf.
id. at B48, 871, 917 (Amex); and at 1093-04
(NYSE).

#Id. at 12 (APAM); at 560-681 (NAIC): at
763 (SIA); and at 1095-96 (NYSE).

uId,

= Moreover, as poinfed out by the Senate
Committee on Banking, Housing and Urban
Affalrs: To achieve the objectives of & na-
tional market system, the private sector, un-
der the supervision of the SEC, will be called
upon to develop and operate sophisticated
communication and data processing facil-
ltles. But the substantial Investment that
these facilities will require would be wasted
if brokers were prevented by restrictive rules
and practices from using them to search out
the best price for their customers or if deal-
érs were preyented or hindered by unneces-
sary or Inappropriate regulatory require-
ments or limlitations from engaging in mar-
ket making activities. The Committee there-
fore believes that the first order of priority
In creating a national market system 1is to
break down the unnecessary regulatory re-
strictions which now impede contact between
brokers and market makers and which re-
strain competition among markets and mar-
ket makers. S. 249 Report, supra, note 24,
at 13.

¥ As indlcated above, the Commission be-
lieves that not even these interim provisions
¢an be justified as permanent features of the
regulatory pattern governing exchange trad-
Ing.

% Proceeding Transcript, supra note 12, at
8 (APAM); at 112 (Source Securities); 163
64 (SOA); at 183 (PSE): at 271 (Merrill
Lynch); Exhibit 2 to the Testimony of Mer-
till Lynch; Commission File No. 4-180 (1975) ;
8 412 (Weeden); at 514 (Morgan Stanley);
at 601 (Ad Hoc Committee); at 661 (BSE);
at 711 (Treasury); at 759 (SIA); at 851
(Amex); at 943-44 (MSE): at 1073-74
(NYSE); and at 1325-26 (NYC).

™ See Exhibit 1 to the Testimony of Mer-
flll Lynch and Exhibit 6 to the Testimony of
Weeden at the October Hearings, Commission
File No. 4-180 (1975).

' See, Future Structure
note 14, at 8-9.

" Securlties Exchange Act Release Nos,
};gg? (September 27, 1974); 11468 (June 12,

“ Securities Exchange Act Release No.
11497 (June 26, 1975).

“See Letter from Ray Garrett, Jr., Chair-
an, SEC, to American Stock Exchange, Inc.,
Midwest Stock Exchange, Inc., National As-
Soclation of Securities Dealers, Inc., New York

Statement, supra
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Btock Exchange, Inc., Pacific Stock Exchange,
Inc., and PBW Stock Exchange, Inc., Sep-
tember 27, 1974: Securities Exchange Act
Release Nos. 11796 (November 5, 1976); 11797
(November 5, 1975); Letter from Robert J.
Birmbaum, Vice President, American Stock
Exchange, Inc,, to Bart Frledman, Special
Counsel, Division of Market Regulations, SEC,
September 22, 1975.

™ See Securities Exchange Act Release No.
10787 (May 10, 1974),

1% See Securities Exchange Act Release Nos.
11288 (March 11, 1975); 11406 (May 7, 1975).

13 17 CFR 240.19b-3,

" Securities Exchange Act Release No.
11203 (January 23, 1975).

1% 17 CFR 240.19¢-1.

1% See Section 11A(a) (1) (C) of the Act.

T For example, under the rules of the
NYSE, the bid and offer which is first in
time has “priority” and is entitled to the
first execution at a given price. However, if
orders are placed simultaneously, the order
of execution Is determined by the principle
of “precedence”, which provides that bids
or offers are to be executed in order of size,
Since when an execution occurs, all other
orders on the floor awalting execution lose
their priority and are treated as if they all
arrived simultaneously—thereby triggering
the principal of precedence in size—a small
limited price order entered weeks ago is gen-
erally executed behind larger orders even
if the larger orders are entered later in time.
See 2 Special Study, supra note 46, at 41.

" During the course of our October Hear-
ings, a number of witnesses endorsed the
concept of a composite book. See, e.g., Pro-
ceeding Transcript, supra note 12, at 115
(Source Securities); at 185-87 (PSE); at 281,
288-90, 332-33, 366 (Merrill Lynch); at 448
52, 502-03 (Weeden); at 593-96 ( NAIC); 678~
79 (BSE); at 712-13, 727-28 (Treasury); at
785-87, 821-23 (SIA); and at 945-46, 948-49,
996-90, 1001-03 (MSE). In addition, one ex-
change, the Midwest Stock Exchange, has
submitted a plan for the development of a
consolidated book system. See Letter from
John G. Welthers, Executive Vice-President,
Midwest Stock Exchange, to Robert C, Lewlis,
Deputy Director, Division of Market Regula-
tion, SEC, November 26, 1975. These pro-
posals have proved extremely helpful in our
formulation of a program for the achieve-
ment of a composite book.

¥ Although it has been suggested that
public orders other than those entered on
the book, such as “not-held” orders In the
crowd, should also be protected, the Com-
mission cannot envisage at this time a meth-
od of protecting bids and offers other than
those which are firm at a disclosed price and
slze. See Policy Statement, supra note 14, at
18-20. The Commission believes that only
one inquiry should have to be made by a
broker holding a customer’s order, and that
& requirement that a broker go to more
than one place to expose his order to other
potential buyers or sellers would be imprac-
tical and inefficient. The practical difficul-
ties posed by any requirement that a broker
do more than check one central location
(e.g., & composite book) to determine the
extent of any displacement in connection
with attempting an execution, especially
with relatively small orders, are in part the
basis for the Commission's determination
not to require that all existing books be
cleared before an order could be executed
at an inferior price in any market. See Sep-
tember Report, supra note 2, at 45,

1™ For purposes of the proposed rule, the
term “specialist” shall include any alternate
speclalist or other exchange market maker;
the term “qualified third market maker”
shall have the same meaning as in Rule 17a—

13 under the Act (17 CFR 240.17a~-16).

FEDERAL REGISTER, VOL. 41, NO. 21—FRIDAY, JANUARY

4525

" The Commission will also consider au-
thorizing a joint venture of all national se-
curities exchanges and the NASD pursuant to
its authority under Section 11A(a) (3) (B) of
the Act,

1 See Sectlons 11A(b) and 11A(c) (1) of
the Act; 8. 249 Report, supra note 24, at
11-12,

## Pub. L, 73-291, 48 Stat. 881 (15 US.C.
78) (“Act"), and particularly Secs, 2, 3, 8,
11, 17, 19, 23, Pub. L. 73-291, 48 Stat. 881,
882, 885, 891, 897, 801 (15 U.S.C, 78b, 78¢c, 781,
78k, 78q, T8s, 78w) thereof; Sec. 7, Pub, L.
94-29, 89 Stat. 111 (156 U.S.C. 7T8k-1).

" In determining to permit an exchange
to mandate participation in a proposed off-
board agency execution only by limit ore
ders, the Commission is in large measure
relying upon brokers to exercise their pro-
fessional judgment in determining whether
a speclalist or other buyers and sellers
represented on the floor should participate
in a particular order. Moreover, if the bids
or offers of the speclalist or of customers
represented in the crowd are competitive,
the Commission belleves that each should
continue to participate In a large portion
of the order flow brought to the floor of an
exchange, as they do today. The Commission
sought to keep to an absolute minimum
the lmitations which could be imposed
on a broker's ability to exercise his pro-
fessional judgment in pursuing the most
favorable opportunities possible under pre-
valling market conditions for the execution
of his customer’s order,

' Dissenting statement of Commissioner
filed as part of the original document,

APPENDIX—LEGISLATIVE CONSIDERATION OF
OFF-BOARD 'TRADING RULES

The Congressional concern over the im-
pact of exchange off-board trading rules
originated with certain studles of the
United States securities markets undertaken
by the Congress after passage of the Securl-
tles Investor Protection Act of 1970. Those
studies were conducted by the House Sub-
committee on Commerce and Finance of
the Committee on Interstate and Foreign
Commerce! and the Senate Subcommittee
on Securities of the Committee on Banking,
Housing and Urban Affairs.® The studles ex-
amined, in detall, the development and op-
eration of the securities markets, and,
among other things, analyzed the impact of
exchange off-board trading rules,

The dominant thcme of the reports is-
sued after the conclusion of these studies
was a reaffirmation of the benefits that
would accrue from increased competition in
the industry. The Senate Study stated that
public Investors: * * * are entitled to the
benefits of the present combination of
markets, freed of the restrictions which dis-
tort the allocation of orders and deprive
them of best execution of their transactions.
The efforts of government and industry in
this area should be directed, not to the crea-
tion of barriers between different groups of
participants in the securities markets, but
to the elimination of barriers which pres-
ently impede their communication and com-
petition?

The Subcommittee was of the view that
competition, and the addition of increased
market-making capacity, would add depth,
liquidity and stabllity to the securities
markets., The Senate Study concluded its
chapter on ‘the Structure of the Securities
Markets with the following recommendation:

The Subcommittee therefore recommends
that Rule 394 be amended, either by the
NYSE on its own initlative or at the direc-
tion of the SEC, to permit exchange mem-

sbers to deal net with third market-makers,
without prior permission of the Exchange,
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subject to a requirement that public orders
be given priority in the actual consumma-
tion of the transaction.*

Following publication of the Senatfe Study,
S. 2519 and S. 3126 were introduced in the
Senate on October 2, 1973, and March 7,
1974, respectively. The substance of S. 3126
ultimately was incorporated into 8. 2519
and four other Senate bills contempiating
amendments to the Securities Exchange Act
of 1934 (the "“Act”) were combined and re-
introduced In January, 1975, as S. 249.

While & primary goal of S. 249 was the
introduction of greater competition into the
securities markets, S. 249 did not provide for
the elimination of any particular enumer-
ated rules. Rather, Section 27(b) of the bill
would have required the Commission to re-
view present rules of national securities ex-
changes to ensure that they were in compli-
ance with applicable requirements of the
Act, Including requirements that such rules
do not place any burden on competition not
necessary or appropriate in furtherance of
the purposes of the Act.®

The Report of the Committee on Banking,
Housing and Urban Affalrs to accompany
S. 249 to the U.S. Senate (April 14, 1975)
stated that the removal of unnecessary regu-
latory restrictions was important since:

In the Committee’s view the fundamental
goals of a national market system must in-
clude (1) providing an investor or his broker
with the abllity to be able to determine, at
any given time, where s particular transac-
tion can be effected at the most favorable
price and (2) creating an incentive for
multiple market makers to deal in depth on
a continuous basis.®

The Committee indicated iits view that
competition between individual firms, as
well as the various exchange and over-the-
counter markets, would be “a critical ele-
ment In the successful functioning of the
national market system.” 7 The elimination
of restrictions which impede contact be-
tween brokers and markets, and which re-
strain competition among markets and
market makers was necessary to assure that
“the total market for each security” would
be “as liquid and orderly as the character-
istics of that security warrant,” and that
‘ynvestors [w]lould be able to obtain the
best execution of their orders." ¢

The Committee was concerned that: « ¢ *
the substantial Investment that these facili-
ties [sophisticated communication and data
processing equipment] will require would
be wasted if brokers were prevented by re-
strictive rules and practices from using them
to search out the best price for their custom-
ers or if dealers were prevented or hindered
by unnecessary or inappropriate regulatory
requirements or limitations from engaging
in market making activities.®

In its report on the Securities Industry
Study, the House Subcommittee on Com-
merce and Finance of the Committee on In-
terstate and Foreign Commerce emphasized
the salutory effects that would be achieved
by the introduction of additional competi-
tion into the securities markets.

The House Report stated: A review of the
Subcommittee's record convinces us that in
the securities industry undue emphasis has
been placed on regulation instead of com-
petition. We find that such emphasis has
peen unwarranted. The Subcommittee finds
that in the economic areas affecting the
securities industry, competition, rather than
regulation, should be the guiding force. We
have proposed, therefore, In other chapters
of the report, to abolish the fixed minimum
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commission rate system; to open up mem-
bership on registered national securities ex-
changes to all registered broker-dealers who
meet applicable capital and competency re-
quirements; to prohibit boycotts such as
New York Stock Exchange rule 394 and to
provide for competition among market mak-
ers, including specialists, We find that at
least in these areas competition rather than
regulation, should control.*®

The approach taken by the House Study
differed somewhat from the Senate Study in
that the House recommended the immediate
abrogation of off-board trading rules as an
unjustified inhibition to competition be-
tween markets.

The Subcommittee concluded that: In a
central market system whose objectives are
that customers should receive the best pos-
sible execution of their orders in any mar-
ket wherever situated and that such orders
be transacted at the lowest possible cost,
rule 394 has no justification. Accordingly,
the New York Stock Exchange should im-
mediately rescind the rule. If this is not
done the Subcommittee will infroduce leg-
islation which will have the effect of abro-
gating the rule, It may be argued that any
action on rule 394 should be delayed until
the central market system becomes a reality,
for at that time the concept of ‘off-board
trading” would disappear. The subcommittee
disagrees, The development of a central mar-
ket system may take a number of years, and
rule 394 should not be allowed to continue
during that period of time."

The recommendations of the House Study
were embodied in H.R. 5050, introduced on
March 1, 1973, in the 93d Congress. While
H.R. 5050 failed to pass the 93d Congress, a
bill virtually identical to it, at least insofar
as provisions concerning the development of
a national market system are concerned, was
introduced on January 14, 1975, at the start
of the 94th Congress.*

Like its Senate counterpart, H.R. 4111 em~
phasized the Iimportance of introducing
greater competition into the securities mar-
kets.*®* The House bill departed from the
approach taken by S. 249, however: Section
501 of HR. 4111 would have added a new
section 20B to the Act, mandating the elim-
ination of exchange rules which limit or
condition the ability of a member to trans-
act business on any other exchange or other~
wise than on an exchange by a date certain
unless the rule was specifically approved
by the Commission.**

The Committee Report to accompany H.R.
4111 explained this provision of the bill and
focused on what the Committee viewed as
the substantial and unjustifiable burden on
competition that rules such as NYSE Rule
394 represent.’®

[Aln overriding and fundamental purpose
of this legislation is to strengthen our capi-
tal markets by removing artificial barriers to
competition which impede market efficlency
and unnecessarily interfere with the evolu-
tion of a national market system. The Com~-
mittee’s goal is to create a regulatory struc-
ture which assures that Investors will be
able to obtain the most favorable price for
securities and that market liguidity is max-
imized through open competition among
multiple market makers.

Among the more significant barriers to
competition between market makers have
been the New York Stock Exchange's Rule
304,
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* * * After considerable study, the Com.
mittee has concluded that existing Rule 304
constitutes a practical prohibition on trad-
ing ‘off the Exchange' which should be abro-
gated.

The Committee's condemnation of existing
Rule 394 does not constitute a determina-
tlon that any rule of an exchange which
places Ilmitations on a member's ability to
select markets cannot be justified. There
may be circumstances pursuant to which
exchange-imposed limitations designed to as-
sure protection of public orders may be sup-
ported as necessary to insure the integrity of
the pricing mechanism of the auction mar.
ket and thus be found valid. In such in-
stances a legitimate concern of the exchange
community may be found to coincide with
the public interest. ™

S. 249 and H.R, 4111 passed the Senate
and the House on April 17, 1975, and April 24,
1975, respectively. The Conference Committee
on these two bills generally adopted the pro-
visions of the Senate Bill concerning the
Commission’s obligation to remove existing
burdens on competition and to refrain from
imposing, or permitting to be imposed, any
competitive restraint neither necessary or
appropriate In furtherance of the purposes of
the Act.” Significantly, however, the Confer-
ence Committee adopted a specific provision
(section 11A(c) (4) (A) of the Act) for review
of exchange rules which Iimit or condition
the ability of members to effect transactions
otherwise than on such exchanges.

FOOTNOTES

1 Subcommittee on Commerce and Finance,
House Committee on Interstate and Foreign
Commerce, “Securities Industry Study Re-
port,” HR. No. 92-1519, 92d Cong., 2d Sess.
(1972).

2 Subcommittee on Securities, S8enate Com-
mittee on Banking, Housing and Urban Af-
fairs, “Securities Industry Study Report,” S.
Doc. No. 93-18, 93d Cong,, 1st Sess, (1973).

*1d. at 96.

% Id. at 105. ’

58. 249, §27(b), 94th Cong., 1st
(1975) . See also id,, section 4.

¢Senate Committee on Banking, Housing
and Urban Affalrs, “Report on the Securities
Acts Amendments of 1975 to Accompany S
249," S. Rep. No. 94-75, 94th Cong., 1st Sess
12 (1975).

71d, at 13.

*1d. at 12,

" 1d.

¥ Subcommittee on Commerce and Fi-
nance, House Committee on Foreign Com-
merce, “Securities Industry Study Report"
HR. Rep. 92-1519, 92d Cong, 2d Sess. viil
(1972).

1Id. at 127.

2 H.R. 10, 94th Cong., 1st Sess. (1975).

i House Committee on Interstate and For-
eign Commerce, “Report on the Securitles
Reform Act of 1975 to Accompany H.R. 4111."
H.R. Rep. No. 94-123, 94th Cong., 1st Sess
47-8 (1975).

UHR. 4111, section 501, 94th Cong., Ist
Sess. (1975). H.R. 4111, which contained
identical provisions with respect to the devel-
opment of & national market system, as aid
HR. 10, was Introduced on March 3, 1975.

= House Committee on Interstate and
Foreign Commerce, “Report on the Securmlil;
Reform Act of 1975 to Accompany H.R. 4111,
H.R. Rep. 94-123, 04th Cong., 1st Sess, 93-5
(1975).

1 1d. at 93-4. -

¥ Committee of Conference, “Conference
Report to Accompany 8, 249,” HR. Rep. No.
04-229, 94th Cong., 1st Sess., 95 (1975).

[FR Doc. 76-2753 Filed 1-20-76;8:45 am]
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Title 21—Food and Drugs

CHAPTER !I—DRUG ENFORCEMENT AD-
MINISTRATION, DEPARTMENT OF
JUSTICE

PART 1308—SCHEDULES OF
CONTROLLED SUBSTANCES

Exempt Chemical Preparations
Correclion

In FR Doc. 762006, appearing at page
3287 in the issue for Thursday, January
22, 1976, the following change should be
made:

The first line of text in the first column
immediately below the fable on page 3288
should read “Effective date. This order is
effective January 22, 1976",

Title 24—Housing and Urban Development

CHAPTER 1I—OFFICE OF ASSISTANT SEC-
RETARY FOR HOUSING PRODUCTION
AND MORTGAGE CREDIT-FEDERAL
HOUSING COMMISSIONER [FEDERAL
HOUSING ADMINISTRATION]

[Docket No. R-76-372]
DEBENTURE INTEREST RATES

The following amendments have been
made to this chapter to change the de-
benture interest rate, The Secretary has
determined that advance publication
and notice and public procedure are un-
necessary since the debenture interest
rate is set by the Secretary of the Treas-
wy in accordance with a procedure es-
tablished by statute and that good cause
exists for making this amendment ef-
fective on January 1, 1976.

Accordingly, Chapter II is amended as
follows:

PART 203—MUTUAL MORTGAGE INSUR-
ANCE AND INSURED HOME IMPROVE-
MENT LOANS

Subpart B—Contract Rights and
Obligations
1. Section 203.405 is revised tc read as
follows:

§203.405 Debenture interest rate.

Debentures shall bear interest from
the date of issue, payable semi-annually
on the first day of January and the first
day of July of each year at the rate in
effect as of the date the commitment
was issued, or as of the date the mort-
gage was endorsed for insurance, which-
ever rate is higher. The following inter-
est rates are effective for the dates listed:

Efective rate (percent) On orafter—  Prior to—

1,1971 July
1,4971 Jan,
1,1972 July
1,1 Jan. 1,29738
July
Jan.

July
July
Jan.

US.C. 1716b, In~

(Sec. 211, 52 Stat. 23; 12
terprets or applies sec. 208, 52 Stat. 10, as
Amended; 12 U.S.C. 1709)

2. Section 203.479 is revised to read as
ollows:

FEDERAL
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§ 203.479 Debenture interest rate.

Debentures shall bear interest from
the date of issue, payable semiannually
on the first day of January and the first
day of July of each wyear at the rate
in effect as of the date the commitment
was issued, or as of the date the loan
was endorsed for insurance, whichever
rate is the higher. The following inter-
est rates are effective for the dates listed:

Effective pate (peroent) Onor after—  Prior to—

. 1,107 July 11,1971

¢ 1,971 Jan, 1,0072
L1972 July 1,1072
1,1972 Jan. 1,1973
11978 July 11,1973
1,1978 Jan, L1073
1,1974 July 1,197
1,1974 July 1, 1075
1,1876 Jun. 1,1670
1, 1976

(Sec. 211, 52 Stat. 23; 12 U.S.0. 1715b, Inter-
prets or applies sec, 208, 52 Stat. 10, as
amended; 12U.S.C.1709)

PART 207—MULTIFAMILY HOUSING
MORTGAGE INSURANCE

Subpart B—Contract Rights and
Obligations

In § 207.259 paragraph (e)(8) is re-
vised to read as follows:

§ 207.2592 Insurance benefits,

= . - ® *

€) ZIssuance of debeniures. * * *

(6) Bear interest from the date of
issue, payable semiannually on the first
day of Janmuary and first day of July of
each year at the rate in effect as of the
date the commitment was issued, or as of
the date of initial insurance endorse-
ment of the mortgage, whichever rate is
the higher. The following interest rates
are effective for the dates listed:

Eftective rate (percont) ‘Onor dlfter—  Prior to—

1,1971
}.Hﬂl

1,1975

, Y
1,1974 July 1,197
1, 1976

5 Jan.

- - » - »
(Sec. 211, 52 Stat, 23; 12 US.C. 1715b. Inter-
prets or -applies sec. 207, 62 Stat. 16, as
amended; 12 U.S.C. 1713)

PART 220—URBAN RENEWAL MORTGAGE
INSURANCE AND INSURED IMPROVE-
MENT LOANS

Subpart D—Contract Rights and
Obligations—Projects
Section 220.830 is revised to read as
follows:
§ 220.830 Dehenture interest rate.
Debentures shall bear interest from
the date of issue, payable semiannually
on the first day of January and the first
day of July of each year at the rate in
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effect as of the date the commitment was
issued, or as of the date the loan was en-
dorsed for imsurance, whichever rate is
higher. The following interest rates are
effective for the dates listed:

Effective rate (percenit) On or after— Prior to—
6. —eeeme—-e J8N0. 11071 July 31,1971

(Sec. 211, 52 Stat. 23; 12 U.S.C. 1715b. Inter-
prets or applies sec. 220, 68 Stat. 596, as
amended; 12 U.S.C, 1715k)

Effective date. These amendments are
effective as of January 1, 1976.
(Tt 1s hereby certified that the economic and
inflationary Iimpact of this regulation bhas
been carefully evaluated in accordance with
OMB A-107.)
Davip 8. Cooxk,
Assistant  Secre ary-Commis-
sioner for Housing Production
and Mortgage Credit.

[FR Doc.76-2739 Filed 1-20-76;8:45 am |

CHAPTER X—FEDERAL INSURANCE
ADMINISTRATION

SUBCHAPTER B—NATIONAL FLOOD
INSURANCE PROGRAM

[Docket No. FI-6897]

PART 1916—CONSULTATION WITH
LOCAL OFFICIALS

Changes Made in Determinations of Jeffer-
son Parish, Louisiana, Base Flood Eleva-
tions
On October 13, 1971, at 36 FR 19909,

the Federal Insurance Administrator

published a 1list of communities with

Special Flood Hazard Areas and the

map numbers and locations where Flood

Insurance Rate Maps were available for

public inspection. The list included

Flood Insurance Rate Maps for portions

of Jefferson Parish.

The Federal Insurance Administrator,
after consultation with the Chief Execu-
tive Officer of Jefferson Parish, has de-
termined that modification of the base
(100-year) flood elevations of some lo-
cations in Jefferson Parish, Louisiana, is
appropriate. These modified elevations
are currently in effect and amend the
Flood Insurance Rate Map. A revised
rate map will be published as soon as
possible. The modifications are made
pursuant to Section 206 of the Flood Dis-
aster Protection Act of 1973 (Pub. L.
93-234) and are in accordance with the
National Flood Insurance Act of 1968,
as amended, (Title XIIT of the Housing
and Urban Development Act of 1968,
Pub. L. 90-448) 42 U.S.C. 4001-4128, and
24 CFR Part 1916.

For rating purposes, the new commu-
nity number is 225199B and must be
used for all new policies and renewals.

The changes in base flood elevations
are as follows:

30, 1976
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Provious Previous base New New baso
Flood Insur« flood elevations Flood flood ele~
ance Act (as on ms;g») Insurance  vations
rones (ason  (mean sea lével) Act zones (mean sea
map) level)
Zone A2...... 2 Zone Ad_. s 1%

-

These changes apply only to the fol-
lowing areas:

1. Marrero Industrial Subdivision, Sec~
tion A, as recorded in Plan Book 40 at
Folio 32;

2. Marrero Industrial Subdivision,
Section B, as recorded in Plan Book 55
at Folio 2T,

3. Marrero Industrial Subdivision, Ad-
dition to Section B, as recorded in Con-
veyance Book 794 at Folio 902; all in the
Office of the Deputy Clerk of the 24th
Judicial District Court in and for the
State of Louisiana, Parish of Jefferson.
Under the above mentioned Acts of 1968
and 1973 the Administrator must de-
velop criteria for flood plain manage-
ment. In order for the community to con-
tinue participation in the National Flood
Insurance Program, the community
must use the modified elevations to carry
out the flood plain management meas-
ures of the Program. These modified ele-
vations will also be used to calculate the
appropriate flood insurance premium
rates for new buildings and their con-
tents and for the second layer of insur-
ance on existing buildings and contents.

From the date of this notice, any per-
son has 90 days in which he can request
through the community that the Fed-
eral Insurance Administrator reconsider
the changes. Any request for recon-
sideration must be based on knowledge
of changed conditions or new scientific
and technical data. All interested parties
are on notice that until the 90-day period
elapses, the Administrator’s new deter-
mination of elevations may itself be
changed.

Any person having knowledge or wish-
ing to comment on these changes should
immediately notify:

Director of Planning, Jeflerson Parish, 3300

Metairie Road, Metairie, Loulsiana 70001

(National Flood Insurance Act of 1968 (Title
XIII of the Housing and Urban Development
Act of 1968); effective January 28, 1969 (33
FR 17804, November 28, 1968), as amended;
42 U.S.C. 4001-4128; and Secretary’s delega-
tion of authority to the Federal Insurance
Administrator, 3¢ FR 2680, February 27, 1969,
as amended 39 FR 2787, January 24, 1974.)

Issued: December 23, 1975.

J. ROBERT HUNTER,
Acting Federal
Insurance Administrator.

[FR Doc.76-2740 Filed 1-29-76;8:45 am]

RULES AND REGULATIONS

[Docket No. FI-844]

PART 1917—APPEALS FROM FLOOD ELE-
VATION DETERMINATION AND JUDI-
CIAL REVIEW

Proposed Flood Elevation Determination for
"{lo}mship of Upper, Cape May County,

The Federal Insurance Administrator,
in accordance with Section 110 of the
Flood Disaster Protection Act of 1973

(P.L. 93-234), 87 Stat. 980, which added
Section 1363 to the National Flood In-
surance Act of 1968 (Title XIII of the
Housing and Urban Development Act of
1968 P.L. 90-448), 42 U.S.C. 4001-4128,
and 24 CFR Part 1917 (§1917.4(a))
hereby gives notice of his proposed de-
terminations of flood elevations for the
Township of Upper, New Jersey.

Under these Acts, the Administrator,
to whom the Secretary has delegated the
statutory authority, must develop cri-
teria for flood plain management in
identified flood hazard areas. In order to

participate in the National Flood Insur-
ance Program, the Township must adopt
flood plain management measures that
are consistent with the flood elevations
determined by the Secretary.

Proposed flood elevations (100-year
flood) are listed below for selected loca-
tions. Maps and other information show-
ing the detailed outlines of the flood-
prone areas and the proposed flood ele-
vations are available for review at the
Township Hall, Tuckahoe, New Jersey
08250.

Any person having knowledge, infor-
mation, or wishing to make a comment
on these determinations should immedi-
ately notify Allen Bergh, Township Com-
missioner, Township Hall, Tuckahoe, New
Jersey 08250. The period for comment
will be ninety days following the second
publication of this notice in a newspaper
of local circulation in the above-named
community or ninety days from publica-
tion of this notice in the FEDERAL REGIS-
TER, whichever is the later.

The proposed 100-year Flood Eleva-
tions are:

Elevation Width In feet from shoreline or
in feet bank of stream (facing down-
Source of flooding Location shove mean stream) to the 100-yr flood
sea level boundary
Left Right
Tuckahoe River. ... .. Garden State Parkway ..o cooocaeae. 0 M 2,300
Highway 9. cvoeenaaan 9 ) 600
Dennisville Rd. . o oo 9 (1) 600
Pennsylvanio-Reading Seashcre R 9 (1) 25
Highway 40 . e iaaaaaee 0 1) 150
Cedar Swamp Creek_ . Highway 50. oo oo eeaeee 9 1,850 1, 850
Tuckshoe Rd_......... 0 4,100 6,050
Atlantic Ocean. . _..... Tyler Rd (extended) 9 4,100 4,100
Pénnsylvania-Reading 9 6,700 16,700
Roosevelt Blvd. . 2ol s taaneaaa 9 45, 600

1 Corporate limits.

2 From corporate limits.

(National Flood Insurance Act of 1968 (Title
XIII of Housing and Urban Development Act
of 1968), effective January 28, 1969 (33 FR
17804, November 28, 1968), as amended; 42
U.8.C. 4001-4128; and Secrefary’s delegation
of authority to Federal Insurance Adminis-
trator, 3¢ FR 2680, February 27, 1969, as
amended by 39 FR 2787, January 24, 1974.)

Issued: January 9, 1976.

Howarp B. CLARK,
Acting Federal
Insurance Administrator.

| FR Doc.76-2571 Filed 1-29-76;8:45 am]

| Docket No. FI-846]

PART 1917—APPEALS FROM FLOOD ELE-
VATION DETERMINATION AND JUDI-
CIAL REVIEW

Notice of Proposed Flood Elevation Deter-
mination for Township of Cheltenham,
Montgomery County, Pa.

The Federal Insurance Administrator,
in accordance with Section 110 of the

Flood Disaster Protection Act of 1973

(P.L. 93-234), 87 Stat. 980, which added
Section 1363 to the National Flood In-
surance Act of 1968 (Title XIII of the
Housing and Urban Development Act of
1968 P.L. 90-448), 42 U.S.C. 4001-4128,
and 24 CFR Part 1917 (§1917.4(a))
hereby gives notice of his proposed de-
terminations of flood elevations for the
Township of Cheltenham, Montgomery
County, Pennsylvania.

Under these Acts, the Administrator,
to whom the Secretary has delegated the
statutory authority, must develop cri-
teria for flood plain management in
identified flood hazard areas. In order t0
participate in the National Flood In-
surance Program, the Township must
adopt flood plain management measures
that are consistent with the flood ele-
vations determined by the Secretary.

Proposed flood elevations (100-year
flood) are listed below for selected loca~
tions. Maps and other information show=
ing the detailed outlines of the flood-
prone areas and the proposed flood ele-
vations are available for review at Mr.
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